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DEAR MEessrs. CHAIRMEN: This document, the General Explana-
tion of the Tax Reform Act of 1986 (P.L. 99-514), was prepared by
the staff of the Joint Committee on Taxation, in consultation with
the staffs of the House Committee on Ways and Means and the
Senate Committee on Finance. It is comparable to similar material
prepared by the Joint Committee staff with respect to other major
revenue acts in recent years.

A committee report on legislation issued by a Congressional com-
mittee sets forth the committee’s explanation of the bill as it was
reported by that committee. In some instances, a committee report
does not also serve as an explanation of the final provisions of the
legislation as enacted by the Congress. This is because the versions
of the bill reported by the House and Senate committees may differ
significantly from the versions of the bill as passed by the House,
as passed by the Senate, or as enacted after action by a conference
committee.

The Tax Reform Act of 1986, because of its comprehensive scope
and the numerous changes which were made to the bill by the
Senate and the conference committee, is an example of legislation
with respect to which the differences between provisions of the re-
ported bill or committee amendment and provisions of the public
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The first part of the document is an overall chronology of the
legislative background of the Act in the 99th Congress. (In addition
to this overall chronology, specific references to the legislative
background of each provision of the Act are set forth in footnotes
accompanying the explanations of the provisions in the third part
of the document.) The second part presents the general reasons for
the legislation. The third part consists of explanations of the provi-
sions of the Act. (Title XVIII of the Act, making technical correc-
tions to prior tax legislation, is not described in this document.) An
appendix sets forth the estimated budget effects of the provisions of
the Act described in the document for fiscal years 1987-1991.

Sincerely yours,
Davip H. Brockway, Chief of Staff.
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1. LEGISLATIVE BACKGROUND OF THE ACT

The following is an overall chronology of the legislative back-
ground in the 99th Congress of H.R. 3838, the Tax Reform Act of
1986 (Public Law 99-514).1

A. Administration Tax Reform Propos:al

In May 1985, President Reagan submitted the Administration’s
tax reform proposals to the Congress.2 Previously, the Treasury De-
partment, in response to the President’s request in his 1984 State
of the Union Address, had conducted a comprehensive study of the
U.S. tax system and submitted the results of the study with recom-
mendations to the President in November 1984.3

B. House Action

Ways and Means Committee

H.R. 3838 was introduced and ordered favorably reported by the
House Committee on Ways and Means on December 3, 1985, after
almost a year-long review of tax reform proposals by the full com-
mittee and subcommittees in public hearings and in markup con-
sideration. The following is an overview of full committee and sub-
committee activity on tax reform legislation during 1985.

Commiittee hearings

The Ways and Means Committee held 30 days of full committee
public hearings on comprehensive tax reform proposals. The com-
mittee began public hearings on comprehensive tax reform propos-
als on February 27, 1985. Committee hearings on tax reform issues
continued on March 26; May 30; June 4, 5, 7, 11-14, 17, 18, 20, 24-
27; and July 8-12, 17, 19, 22, 25, 26, 29-31, 1985. Also, a committee
hearing was held on May 16, 1985, on proposed technical correc-
tions to the Deficit Reduction Act of 1984 (P.L. 98-369) and the Re-
tirement Equity Act of 1984 (P.L. 98-397).

The committee’s tax reform hearing consideration included 1984
Treasury Department recommendations, the President’s tax reform
proposal made in May 1985, as well as various Congressional and
other proposals.

. ! In addition to this overall chronology of the Act, specific references to the legislative back-
ground of each Iprovmlon are set forth in footnotes accompanying the explanation of the provi-
sions in Part III of this document. These legislative background references include, as appropri-
ate, citations to the following: H.R. 3838, as reported by the House Committee on Ways and
Means on December 7, 1985 ( Reg 99—426) H.R. 3838 as ﬁorted by the Senate Committee on
Finance on May 29, 1986 (S. Re, 99-313); House/and Senate floor amendments to H.R. 3838; and
the conference report on H.R. 3838 as filed on September 18, 1986 (H. Rep. 99-841).

2 The White House, The President’s Tax Reform Proposals to the Congress for Fairness,
Growth, and Simplicity, ;1985
b: ggzsury Department, Tax Reform for Fairness, Simplicity, and Economic Growth, Novem-
r

oY)



Subcommittee hearings

Several Ways and Means Subcommittee hearings were held
during 1985 that related to subject matters included in H.R. 3838.

Subcommittee on Select Revenue Measures.—The Select Revenue
Measures Subcommittee held hearings on the following areas:

March 19, 1985 — Targeted jobs tax credit

April 1, 2, 16, 1985 — Acquisitions and mergers \(With Over-
sight Subcommittee)

April 25, 1985 — Attorney’s fees
May 22, 1985 — Carryover of net operating losses (NOLs)
June 6, 1985 — Tax burdens of low-income wage earners

Subcommittee on QOversight.—The Oversight Subcommittee held
hearings on the following areas:

June 21, 1985 — IRS taxpayer refund delays

July 18, and September 5, 6, 1985 — Retirement income se-
curity (with Social Security Subcommittee)

September 20, 1985 — High-income taxpayers and partner-
ship tax issues

Committee markup

The Ways and Means Committee conducted 26 days of markup
on tax reform proposals: beginning on September 18, 1985; continu-
ing on September 26, 30, October 1-4, 7-9, 11, 15, 23, 25-27, Novem-
ber 6, 15-17, 19-23; and concluding on December 3, 1985, when the
tax reform bill, H.R. 3838, was introduced and ordered favorably
reported (by a vote of 28-8). There was also a committee markup on
technical corrections to the 1984 tax legislation on September 27,
1985, which was included as a separate title of the bill.

The committee report on H.R. 3838 was filed on December 7,
1985 (H.-Rep. 99-426).

House Floor Action

On December 10, 1985, the House Rules Committee approved a
modified closed rule on H.R. 3838 (H. Res. 336), making certain
amendments in order for House floor consideration. This initial
rule failed of passage (202-223, 1 “present”’) on December 11, 1985.
On December 16, 1985, the Rules Committee approved another
modified closed rule (H. Res. 343), which was adopted (258-168, 1
“present”) by the House on December 17, 1985,

The House passed H.R. 3838, as amended, by voice vote, on De-
cember 17, 1985.

C. Senate Action

Finance Committee

H.R. 3838 was ordered favorably reported by the Senate Commit-
tee on Finance on May 6, 1986, with an amendment in the nature
of a substitute. This action followed an almost year-long compre-
hensive review in the 99th Congress of tax reform proposals by the
full committee and subcommittees in public hearings and markup
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consideration. The following is an overview of full committee and
?gggommittee activity on tax reform legislation during 1985 and

Committee hearings

The Finance Committee held 36 days of full committee public
hearings on comprehensive tax reform proposals in 1985 and 1986.
In 1985, the committee held public hearings on comprehensive tax
reform proposals on May 9, June 11-13, 17-20, and 25-27; July 9-11,
16-19, and 24-25; September 24 and 26; and October 1-4 and 9-10. In
1986, committee hearings were held on January 29-30; February 3-
16; March 4; and April 21. ‘

The committee’s tax reform hearing consideration included the
President’s tax reform proposal made in May 1985, the House-
passed bill, and various Congressional and other proposals.

Subcommittee hearings

Several Finance Subcommittee hearings were held during 1985
and 1986 that related to subject matters included in H.R. 3838, as
amended by the Committee on Finance.

Subcommittee on Savings, Pensions, and Investment Policy.—The
Savings, Pensions, and Investment Policy Subcommittee held hear-
ings on the following areas:

September 9, 1985 — Post-retirement health benefits
November 22, 1985 — Targeted jobs tax credit extension
January 28, 1986 — Retirement Income Policy Act

Subcommittee on Energy and Agricultural Taxation.—The
Energy and Agricultural Taxation Subcommittee held a hearing on
the following area:

June 21, 1985 — Impact of taxation on energy policy

Subcommittee on Health.—The Health Subcommittee held a
hearing on the following area:

September 9, 1985 — Asbestos-related disease trust fund

Subcommittee on Taxation and Debt Management.—The Tax-
ation and Debt Management Subcommittee held a hearing on the
following area:

January 31, 1986 — Mortgage-backed securities

‘Committee markup and reporting of bill

The Finance Committee conducted 17 days of markup on the tax
reform bill: beginning on March 19, 1986; continuing on March 24-
26, April 8-10, 14-18, 22, 24, 28, and May 5; and concluding on May
6, 1986, when the tax reform bill; H.R. 3838, as amended, was or-
dered favorably reported (by a vote of 20-0).

The committee report on H.R. 3838 was filed on May 29, 1986 (S.
Rep. 99-313). '

Senate Floor Action

H.R. 3838, as amended by the Finance Committee, was brought
up on the Senate floor on June 4, 1986, and debate on the bill con-
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tinued on June 9-13, 16-20, and 23-24, 1986, with passage of the bill,
_-as amended, on June 24 (by vote of 97-3)

D. Conference Actl-on,

Conference

The Senate requested a conference on H.R. 3838 on July 15, 1986,
and appointed the following conferees: Senators Packwood, Dole,
Roth, Danforth, Chafee, Wallop, Long, Bentsen, Matsunaga, Moym-
han, ‘and Bradley On July 16, the ouse agreed to the Senate re-
quest for a conference on the b111 and appointed the following con-
ferees: Messrs. Rostenkowski, Plckle, Rangel, Stark, Gephardt,
Russo, Pease, Duncan, Archer, "Vander Jagt, and Crane.

Formal conference committee meetings were held on July 17-18
and 21, 1986, and concluded on August 16, 1986, when the confer-
ees met and apg)roved the conference agreement The conference
report on H.R. 3838 was filed on September 18, 1986 (H. Rep. 99-
841, Vols. I and ID.

House-Senate consideration of Conference Report

The House approved the conference report on H:R. 3838 on Sep-
tember 25, 1986, by a vote of 292-136, after a motion to recommit
failed by a vote of 160-268. The conference report was considered by
the Senate on September 26, 1986, and passed by a vote of 74-23 on
September 27, 1986.

E. Enactment into Law

H:R. 3838, the Tax Reform Act of 1986, was signed into law by
President Reagan on October 22, 1986 (P. L. 99-514).

F. House-Senate Consideration of H. Con. Res. 395

On September 25, 1986, immediately after its approval of the
conference report on H.R. 3838 the House passed (by voice vote) H.
Con. Res. 395, to instruct the enrolhng clerk to make certain tech-
nical and clerical corrections in the conference report statute.

H. Con. Res. 395 was agreed to by the Senate (by voice vote) on
October 16, 1986, with- amendments. The House Rules Committee
granted a rule on October 16, and the House adopted the rule (by
‘voice vote) on October 17 for consideration of the resolution as
amended by the Senate. Also on October 17, the House concurred
in the Senate amendment with further amendments and returned
the resolution to the Senate.

On October 18, 1986, the Senate agreed (by voice vote) to certain
of the House amendments to the resolution, disagreed to certain
other amendments, and insisted on certain of its amendments. Also
on October 18, the House disagreed to the Senate amendments to
the House amendments to the original Senate amendment. H. Con.
Res. 395 was not agreed to by both the House and the Senate

_before the 99th Congress adjourned sine die on October 18, 1986.

G. Subsequent Related Tax Legislation

H.R. 5300, the Omnibus Budget Reconciliation Act of 1986 (P. L.
99-509, signed on October 21, 1986), contains a provision (sec. 8002)
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increasing the Code section 6661(a) penalty on underpayments of
tax to 25 percent rather than 20 percent as provided in H.R. 3838
(sec. 1504). The conference report on H.R. 5300 was filed on October
17, 1986 (H. Rep. 99-1012), and was passed by the Senate and the
House also on October 17. Although H.R. 5300 was signed before
H.R. 3838, the H.R. 5300 provision was intended to prevail since it
was considered and passed by the House and the Senate subse-
quent to passage of H.R. 3838.4

In addition, H.R. 5300 includes a provision (sec. 8071) relating to
a truck leasing transitional rule included in the Senate amend-
ment to H.R. 3838 (sec. 204(a)), application of at-risk rule to low-
income housing credit (sec. 8072 of H.R. 5300 and sec. 252(a) of H.R.
3838), and a transitional rule relating to treatment of certain rural
housmg under the passive loss rules (sec. 8073 of H.R. 5300 and sec.
502(d) of H.R. 3838).

4 See explanation in Title XV. Part. A., footnote 14. A technical correction may be needed so
that the statute reflects this intent.



II. GENERAL REASONS FOR THE ACT

Overview

The Tax Reform Act of 1986 (the “Act”) represents one of the
most comprehensive revisions of the Federal income tax system
since its inception. Congress was concerned that many taxpayers
found the prior-law tax system unfair and overly complex. Further,
Congress believed that a number of features of the prior-law tax
system resulted in excessive interference in labor, investment, and
consumption decisions of taxpayers.

After extensive review of virtually the entire prior tax statute,
Congress concluded that only a thorough reform could assure a
fairer, more efficient, and simpler tax system. Congress believed
that the Act, establishing the Internal Revenue Code of 1986, will
_ restore the trust of the American people in the income tax system
and lead the nation’s economy into greater productivity.

The Act makes sweeping changes to the prior-law tax system.
First, Congress desired a fairer tax system. Congress questioned the
fairness of a tax system that allowed some high-income individuals
to pay far lower rates of tax than other, less affluent individuals.
The Act provides new limitations on the use of losses from passive
investments to shelter other types of income and expands the mini-
mum tax to curtail these tax inequities in the future. The Act also
completely removes six million low-income individuals from the
income tax roll and provides significant reductions in the tax
burden of other working low-income individuals.
. Second, Congress desired a more efficient tax system. The prior-

law tax system intruded at nearly every level of decision-making

by businesses and consumers. The sharp reductions in individual
and corporate tax rates provided by the Act and the elimination of
many tax preferences will directly remove or lessen tax consider-
ations in labor, investment, and consumption decisions. The Act en-
ables businesses to compete on a more equal basis, and business
success will be determined more by serving the changing needs of a
dyna{.r(alic economy and less by relying on subsidies provided by the
tax code.

Third, Congress desired a simpler tax system for individuals. Be-
ginning in 1988, the Act establishes .two individual income tax
rates—15 percent and 28 percent—to replace more than a dozen
tax rates in each of the prior-law rate schedules, which extended
up to 50 percent. Significant increases in the standard deduction
and modifications to certain personal deductions provide further
simplicity by greatly reducing the number of taxpayers who will
itemize their deductions.

®



Fairness

A primary objective of Congress was to provide a tax system that
ensures that individuals with similar incomes pay similar amounts
of tax. The ability of some individuals to reduce their tax liability
excessively under prior law eroded the tax base and required tax
rates to be higher than otherwise would have been necessary. Con-
gress was concerned that other individuals, unable to take advan-
tage of tax shelters, had lost confidence in.the tax system and may
have responded by evading their tax liability.

The Act provides a new restriction on the use of passive losses to

offset unrelated income. Further, a strengthened minimum tax pre-
cludes higher income individuals from substantially eliminating
income tax liability through the excessive use of preferences. With
the adoption of these restrictions, the elimination of other prefer-
ences, and other base-broadening provisions, the Act sharply re-
duces the top individual tax rate from 50 percent to 28 percent,
while leaving the tax burden of the highest income groups essen-
tially unchanged.

Congress believed that as a result of the sharp reductions in tax
rates, it was no longer necessary to provide a lower tax rate for
capital gains income of individuals. Eliminating the preferential

treatment of capital gains income, and thereby eliminating the in-

centive to recharacterize certain income in order to qualify for cap-
ital gains treatment, is expected to eliminate the abuse of this pro-
vision and reduce the complexity of the tax system.

The Act retains the most widely utilized itemized deductions, in-
cluding deductions for home mortgage interest, State and local
income taxes, real estate and personal property taxes, charitable
contributions, casualty and theft losses, and medical expenses
(above an increased floor). Other deductions that benefited a limit-
ed number of taxpayers, added complexity to tax filing, or were
subject to abuse are restricted by the Act. For example, the Act
tightens the requirements for deducting business meals and per-
mits only 80 percent of business meal and entertainment expenses
to be deducted. Other deductions available under prior law, such as
deductions for attending investment seminars and for “education-
al” travel costs, have been eliminated. These expenditures differ
little from other personal consumption expenditures, which gener-
ally are not deductible. ,

As part of the approach of the Act to reduce tax rates through
base-broadening, the Act disallows the itemized deductions for
State and local sales taxes and phases out the deduction for person-
al interest expense for other than a mortgage on a first or second
home. Congress also believed that these deductions provided tax
benefits for consumption at the expense of savings and resulted in
unnecessary complexity. : ,

Certain items of income that are similar to taxable compensation
are no longer excluded from taxable income under the Act. For ex-
ample, the prior-law partial exclusion for unemployment compen-
sation is repealed, and most prizes and awards are includable in
income. Also, the Act restricts the prior-law practice of some; high-
income families taking advantage of the graduated rate structure
by transferring investment property to their minor children and
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‘thus sheltering their investment earnings at their children’s lower

tax rates.

The Act makes numerous changes to increase employee eligibil-
ity for pension benefits. The Act expands the rules requiring cover-
age of a broad group of employees under an employer-maintained
retirement plan, reduces from 10 years to five years the maximum
time an employee must work for a given employer before becoming
vested, and eliminates the abiliig' of employers to offset completely
the pension benefits of low-paid workers {)y the amount of their
social security benefits. The Act also reduces the amount of income
that can be deferred from taxation using qualified cash or deferred
arrangements (sec. 401(k) and ‘403(b) plans), and provides tighter
nondiscrimination tests to ensure that such plans do not dispropor-
tionately benefit highly compensated employees.

Congress believed the prior-law tax treatment of individual re-
tirement accounts (IRAs) was unnecessarily generous for individ-
uals who participate in other tax-favored retirement arrangements,
and the Act eliminates the deduction for contributions to an IRA
for such individuals with income above specified levels. Congress
believed that the lower tax rates provided by the Act will them-
selves stimulate additional work effort and saving, thereby elimi-
nating the need for this deduction for these individuals. The Act
permits these individuals, however, to make nondeductible contri-
butions to an IRA and to defer taxes on the earnings of these con-
tributions. To ensure universal availability of tax-favored retire-
ment arrangements, the Act retains the prior-law IRA deduction
for individuals unable to participate in other plans.

In addition to ensuring that high-income taxpayers pay their
share of the Federal tax burden, the Act provides tax relief to low-
and middle-income wage earners. To achieve this goal, the Act sub-
stantially increases the standard deduction (the prior-law zero
bracket amount) and almost doubles the personal exemption. To-
gether with the greatly expanded earned income credit, these pro-
visions relieve apf)roximately gix million low-income individuals
from income tax liability and ensure that no families below the
poverty level will have F‘yederal income tax liability. The child care
credit i1s preserved to assist working parents with their dependent
care expenses.

The elderly and blind also receive tax relief under the Act. Al-
though such individuals will not receive an extra personal exemp-
tion as under prior law, an additional standard deduction amount
of $600 is provided for married elderly or blind individuals and of
$750 for single elderly or blind individuals. These extra standard
deduction amounts are in addition to the increased standard deduc-
tion and personal exemption provided for all taxpayers. The prior-
law credit for certain elderly individuals and for individuals who
are permanently and totally disabled is retained.

Congress also believed that fairness in the tax system requires
that corporate taxpayers pay amounts of tax appropriate for their
level of earnings. Congress found it unjustifiable that under prior
law some corporations reported large earnings and paid significant
dividends to their shareholders; yet paid little or no taxes on that
income to the government. Congress designed a strong alternative
minimum tax for corporations, with a broad income tax base, to
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prevent corporations from significantly reducing or eliminating.
their tax liability. ~ S

The Act makes changes to several accounting rules to provide
more accurate matching between the recognition of income and de-
ductions for expenditures related to this income. Large commercial
banks will no longer be allowed to take deductions for bad debts
before the underlying loan is determined to be wholly or partially
worthless. Use of the installment method is restricted, and certain
costs of inventory and self-constructed assets are required to be
capitalized under the Act. Use of the completed contract method
also is limited. Similarly, the Act reduces the deduction for unpaid
losses of property and casualty insurance companies to account
bfgtiter for the timing difference beween the deduction and payment
of losses.

The Act modifies the tax treatment of foreign income. Congress
desired to limit the incentives under prior law to move income off-
shore to avoid tax; accordingly, the Act restricts the ability of firms
to use tax havens. The Act also limits the ability of taxpayers to
use foreign taxes imposed on one kind of income to offset U.S. tax
on unrelated income. The Act further provides for more accurate
characterization of income as foreign source (and thus eligible for
the foreign tax credit) or U.S. source (and thus ineligible for that
credit). Certain provisions of prior law that benefited U.S. export-
ers paying high foreign taxes were retained, however, so. as not to
hinder the international competitiveness of U.S. firms.

Together with other changes made by the Act, the aggregate cor-
porate income tax liability is estimated to increase by approximate-
ly $120 billion over fiscal years 1987 through 1991, while the aggre-
gate individual income tax liability is reduced by a similar amount.
Even with these changes, the share of total income tax receipts
paid by corporations will remain below pre-1980 levels.

Congress also believed that it is important to maintain the trust
of honest taxpayers in the tax system by ensuring that other tax-
payers cannot illegally evade their tax liability. The Act extends
information reporting requirements and provides for increased pen-
alties for failure to report information properly to the Internal
Revenue Service and for failure to pay tax.

Efficiency

The Act’s most important measures in promoting the efficiency
of the economy and in reducing the interference of the tax system
~ in labor, investment, and consumption decisions are the dramatic
reductions in personal and corporate tax rates. Lower marginal tax
rates stimulate work effort and saving by leaving more of each ad-
ditional dollar of wage and investment income in the hands of the
taxpayer. Further, lower tax rates reduce the value of tax deduc-
tions, leading investment and consumption decisions to be made
more on the basis of their economic merits and less on the value of
tax benefits.

The prior-law tax system contained a number of tax preferences
that did not satisfactorily serve the purposes for which they were
designed. In the past few years, tax incentives have contributed to
the excessive construction of office buildings and record vacancy
rates, excess investment in agriculture tax shelters by high-income
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investors with little knowledge of farming, and distortions at all
levels of business—from financing choices to production decisions.

Congress desired to make the tax treatment of diverse economic
activities more even. Neutral taxation promotes the efficient allo-
cation of investment and yields productivity gains without requir-
ing additional saving. The Act repeals the investment tax credit,
which discriminated against long-lived investment and was used as
a tax shelter device. The incentive for investment provided by the
credit instead will be provided by lower tax rates and accelerated
depreciation. .

The Act retains the prior-law Accelerated Cost Recovery System
with some modifications to provide for more neutral depreciation
treatment across diverse assets. The depreciation period of certain
assets, such as real property and long-lived equipment, is length-
ened to reflect more closely the actual useful life of such assets.
Congress believed these changes will help provide a more efficient
capital cost recovery system.

Tax incentives under prior law favoring mergers and acquisitions
also are restricted by the Act. The Act repeals the General Utilities
doctrine, which allowed capital gains from corporate liquidations to
escape tax at the corporate level. The General Utilities doctrine
created a bias favoring acquisitions as a technique for tax-free real-
ization of corporate gains and at the same time allowing the pur-
chaser of the liquidating corporation’s assets a higher basis for pur-
poses of depreciation and depletion. The Act further reduces the in-
centive for tax-motivated corporate acquisitions by limiting the use
of net operating losses obtained through an acquisition to offset
income of the acquiring firm.

The Act also adopts reforms affecting the availability of tax-
exempt financing. The Act restricts tax-exempt financing for fun-
damentally private activities and discourages the issuance of tax-
exempt bonds which under prior law was motivated in part by the
opportunity to gain arbitrage profits.

The Act generally preserves the prior-law treatment of natural
resources and retains a number of business incentives that Con-
gress believed to be beneficial to the economy. The incremental re-
search tax credit, which was scheduled to expire at the end of 1985,

-was extended for three additional years at a 20-percent rate. The
benefits of research expenditures to the economy as a whole are
frequently greater than the rewards received by those undertaking
the risks of research; extending the credit helps ensure that ade-
quate amounts of research .are undertaken to enhance productivity.
Certain expired business energy tax credits also are temporarily
extended by the Act, although at reduced rates. A

The Act provides a new tax credit for low-income rental housing
to consolidate the uncoordinated subsidies under prior law. The
credit is better targeted to low-income individuals than prior-law
provisions, and requires that tenants’ rents be limited to affordable
amounts in relation to their incomes. The Act also preserves reha-
bilitation tax credits for historic and pre-1936 structures at a re-
duced rate. The credit has been found to be useful in revitalizing
depressed urban areas and in preserving America’s architectural
past for future generations.
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Simplicity

Under prior law, many taxpayers were concerned with the rec-
ordkeeping, paperwork, and computations necessitated by tax
filing. Many taxpayers felt a need to rely on paid tax preparers in
order to calculate accurately their tax liability. The complexity of
the tax code was further increased by other taxpayers who, seeking
to reduce their tax liability, helped spawn a thriving tax shelter in-
dustry which sought to reduce tax liability by making use of spe-
cial tax provisions and by engaging in sophisticated financial ar-
rangements. The cost to taxpayers of complying with all the re-
quirements of the individual income tax under prior law in terms
of the time spent on recordkeeping and tax filing was estimated to
equal 5 to 10 percent of the tax actually paid. Thus, mmphﬁcatlon
of the tax code itself is a form of tax reduction.

The Act reduces the complexity of the tax code for many Ameri-
cans. The Act provides just two individual tax brackets, and over
80 percent of all individual taxpayers will pay no tax or tax at a
marginal rate no higher than 15 percent. As a result of the signifi-
cant increases in the standard deduction and modifications to cer-
tain personal deductions provided by the Act, the number of item-
izers is estimated to decline by approximately one-quarter. Taxpay-
ers who will use the standard deduction rather than itemize their
deductions will be freed from much of the recordkeeping, paper-
work, and computations that were required under prior law.

Other individuals who under prior law devoted a great amount of
time and effort to find investments that reduced their tax liability
also benefit from tax simplification. Many of these investments
would have been unprofitable if not for the paper losses they cre-
ated. With the significant rate reductions achieved by this Act,
many taxpayers will find such investments unnecessary and non-
competitive with other less complex and more productive invest-
ments.

Some taxpayers who under prior law used various preferences to
reduce their tax liability by large amounts may find that the Act
does not simplify the tax filing process for them as much as it does
for other individuals. In part, the complexity of the tax system for
these individuals is needed to measure accurately their income and
to ensure that these individuals pay a rate of tax appropriate for
their income.

In conclusion, Congress believed that the Tax Reform Act of 1986
provides a fairer, more efficient, and simpler tax system. The
changes made by this Act represent a historic reform of the Feder-
al income tax structure. By providing sharply lower tax rates to in-
dividuals and corporations, the need for special tax preferences is
greatly diminished. The Act eliminates needless interference with
economic activity and establishes the framework for a growing and
productive economy.



III. GENERAL EXPLANATION OF THE ACT
- TITLE I—INDIVIDUAL INCOME TAX PROVISIONS
A. Basic Rate Structure:

Rate Reductions; Increase in Standard Deduction and Personal
Exemptions; Repeal of TFwe-Earner Deduction and - Income
Averaging (Secs. 101-104, 131, 141, and 151 of the Act and secs.
1, 63, 151, and 221 of the Code) !

Prior Law
Tax rate schedules
Filing status classifications

Separate tax rate schedules are provided for the four filing
status classifications applicable to individuals—(1) married individ-
uals filing jointly 2 and certain surviving spouses; (2) heads of
household; (3) single individuals; and (4) married individuals filing
separately.

In general, the term head of household means an unmarried in-
dividual (other than a surviving spouse) who pays more than one-
half the expenses of maintaining a home for himself or herself and
for a child or dependent relative who lives with the taxpayer, or
who pays more than one-half the expenses, and of the cost of main-
taining their household, of his or her dependent parents. An un-
married surviving spouse may use the rate schedule for married in-
dividuals filing jointly in computing tax liability for the two years
following the year in which his or her spouse died. if the surviving
spouse maintains a household that includes a dependent child.

Computation of tax liability

Federal income tax liability is calculated by applymg the tax
rates from the appropriate schedule to the individual’s taxable
income, and then subtracting any allowable tax credits. Under
prior law, taxable income equalled adjusted gross income (gross
income less certain exclusions and deductions) minus personal ex-
emptions, and minus itemized deductions to the extent they exceed-
ed the zero bracket amount (ZBA). For 1986, individuals who did

1 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, secs. 10103, 131; H.Rep. 99-426, pp. 80-93; H.R.
3838, as reported by the Senate Committee on Finance on May 29, 1986, secs. 101-04, 131, and
151; S.Rep. 99-318, pp. 29-42; Senate floor amendment, 132 Cong. Rec. S 7665-73 (June 17, 1986);
and H. Rep. 99-841, Vol. I (September 18, 1986), pp. 1-11 (Conference Report). -

2 For tax purposes, an individual's marital status for a year generally is determined on the
last day of the year. If one spouse dies during the year, the surviving spouse generally is eligible
to file a joint return for that year.

(12)
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not itemize were allowed a deduction for charitable contnbutlons
in addition to the ZBA.

The prior-law rate schedules included the zero (tax rate) bracket
amount as the first bracket; the ZBA was provided in lieu of a
standard deduction. The pnor-law rate structure consisted of up. to
15 taxable income brackets and tax.rates begmmng above the ZBA.

1986 tax-rate schedules

The following rate schedule provisions applied for 1986 and re-
flected an adjustment for 1985 inflation. .

Married individuals; surviving spouses. —There were 14 taxable
income brackets above the ZBA of 3,670. The minimum 11-percent
rate started at taxable income above $3,670; the maximum 50-per-
cent rate started at taxable income above $175,250.

For married individuals filing separate returns, the ZBA was
one-half the ZBA on joint returns, and the taxable income bracket
amounts began at one-half the amounts for joint returns. -

Heads of household.—There were 14 taxable income brackets
above the $2,480 ZBA. The minimum 11-percent tax rate started at
taxable income above $2,480; the maxirnum 50-percent rate started
at taxable income above $116,870. The tax rates applicable to a
head of household were lower than those applicable to other un-
married individuals on taxable income above $13,920. Thus, a head
of household in effect received a portion of the benefits of the lower
rates accorded to a married couple filing a joint return.

Single individuals.—There were 15 taxable income brackets
above the $2,480 ZBA for single individuals (other than heads of
household or surviving spouses). The minimum 11-percent tax rate
started at taxable income above $2,480; the maximum 50-peroent
rate started at taxable income above $88 270.

The bracket dollar amounts described above for 1986 were in-
dexed to reflect an inflation rate of approximately four percent in
the preceding fiscal year, i.e, for the 12-month period ending Sep-
tember 30, 1985. For 1987 and later years, prior law would have
provided that the dollar figures defining the tax brackets were to
be adjusted annually according to annual percentage changes in
the consumer price index for the 12-month period ending Septem-
ber 30 of the preceding year.

Standard deduction (zero bracket amount)

Under prior law, the first positive taxable income bracket (i.e.,
the 1l-percent marginal tax rate bracket) began just above the
ZBA. The following ZBA amounts applied for 1986 and reflected an
adjustment for 1985 inflation.

Filing status ZBA
Joint returns and surviving SpouSEs...........ccesvismsssiiosescssssssnes $3,670 -
Heads of household..........ccoeevveeeeereerrreeronsens reveresrertorteeransessens . 2,480
Single individuals..........cccccerererrraerernrisresassrasaressmscsesssssssasseresesasnaes 2,480

Married individuals filing separately....... . 1835




' 14
tg,BA also served under prior law as a floor under the
‘amount” of itemized deductions. Itemizers reduced their AGI by
their personal exemptions and by the excess of their itemized de-
ductions over the appropriate ZBA, in order to avoid doubling the
benefit of the ZBA, and then used ‘the appropriate tax rate sched-
ule or tax table to compute or find their tax liability.

Personal exemption

Exemption amount.—For 1986, the personal exemption amount
for an individual, the individual’s spouse, and each dependent was
$1,080. Under prior law, one additional personal exemption was
provided for an individual who was age 65 or older, and for an indi-
vidual taxpayer who was blind.

Rules for dependents.—Under prior law, a taxpayer could claim a
personal exemption for himself or herself and for each additional
dependent—spouse, child, or other individual—whose gross income
did not exceed the personal exemption amount. In addition, par-
ents could claim a personal exemption for a dependent child (for
whom they provided more than one-half the support) who had
income exceeding the personal exemption amount if the dependent
child was either under age 19 or a full-time student. The child or
other dependent also could claim a full personal exémption on his
or her return.

A child eligible to be claimed as a dependent on his or her par-
ents’ return could use the ZBA only to offset earned income. Thus,
a child with unearned income exceeding the personal exemption
amount was required to file a return and pay tax on the excess (re-
duced by any allowable itemized deductions).

Adjustments for inflation

Under prior law, the dollar amounts defining the tax rate brack-
ets, the ZBA (standard deduction), and the personal exemption
amount were adjusted annually for inflation, measured by changes
in the Consumer Price Index for. all urban consumers (CPI) over
. the 12-month period ending September 30 of the prior calendar
year. If the inflation adjustment was not a multiple of $10, the in-
crease was rounded (up or down) to the nearest multlple of $10.

Two-earner deduction

Under prior law, married individuals filing a joint return were
allowed a deduction equal to 10 percent of the lesser of the earned
income of the lower-earning spouse or $30,000; the maximum de-
duction thus was $3,000.

Income averaging

-An eligible individual could elect under prior law to have a lower
‘marginal rate apply to the portion of the current year’s taxable
income-that-exceeded 140 percent of the average of his or her tax-
able income for the prior three years.
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Reasons for Change
General objectives o

The approach of the Act in broadening the base of the individual
income tax allows a considerable reduction in marginal tax rates
and in the overall income tax burden on individuals.

The provisions in the Act reducing tax rates for individuals, as
well as increasing the standard deduction, the personal exemption,
and the earned income credit, were fashioned to achieve three im-
portant objectives: (1) to eliminate income tax burdens for families
with incomes below the poverty line; (2) to provide an equitable dis-
tribution of tax reductions among individuals; and (3) to reduce the
marriage penalty sufficiently so that there is no need for an addi-
tional deduction for two-earner couples. In addition, the increase in
the standard deduction, coupled with changes to the itemized de-
ductions, will reduce the number of individuals who must itemize
their deductions, and thus will contribute to a simpler tax system.

Relief for low-income families

A fundamental goal of the Congress was to relieve families with
the lowest incomes from Federal income tax liability. Consequent-
ly, the Act increases the amounts of both the personal exemption
and the standard deduction, as well as the earned income credit, so
that the income level at which individuals begin to have tax liabil-
ity (the tax threshold) will be raised sufficiently to remove six mil-
lion poverty-level taxpayers from Federal income tax liability. This
restores to the tax system an essential element of fairness that has
been eroded since the last increase in the personal exemption.

The ZBA and personal exemption had been unchanged from the
levels set in the Revenue Act of 1978, until inflation adjustments
began in 1985. Notwithstanding these adjustments, inflation had
reduced the real value of the standard deduction and personal ex-
emption in setting a threshold level below which income was not
taxed. Although the rate reductions in 1981 reduced tax liabilities
partly in recognition of the burdens of inflation and social security
taxes, those reductions did not provide relief for-marginally taxable
‘individuals who would not have been subject to tax liability but for
past inflation.

The increase in the personal exemption to $1,900 in 1987 .($1,950
and $2,000 in 1988 and 1989) under the Act—the first statutory in-
crease in the exemption since 1978—contributes both to removing
the working poor from the tax rolls and extending relief to other
low-income individuals. The personal exemption increase also.rec-
ognizes the significant costs of raising children. The increases in
the standard deduction and personal exemption reduce tax burdens
f(ﬁ families (below the phase-out ranges) by raising the tax thresh-
old.- :

Under the Act, all tax thresholds (the beginning point of income
tax liability) are higher than the estimated poverty level for 1988
except for single individuals. In Table I-1 below, the columns show-
ing calculations without taking into account the earned income
credit reflect the fact that the tax threshold for heads of household
(unmarried individuals who support children or certain dependent
relatives) is raised proportionately more than the tax thresholds

72-236 0 - 87 - 2
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for married individuals filing jointly or single individuals. Married
individuals receive a larger proportionate increase in the threshold
than single individuals, in order to offset the effect of the repeal of
the two-earner deduction. With the addition of the earned income
credit to the computation, the tax threshold for those eligible for
the credit rises even further.

Table I-1.—~Income Tax Thresholds in 1988 Under Prior Law and

Under the 1986 Act
) Including earned Without earned )
. Family income credit income credit Estimated
Filing status size : poverty
Prior 1986 Prior 1986 level
law Act law Act
Single............. 1 3,760 4,950 3,760 4,950 6,024
Joint.....coeenen.. 2 6,150 8,900 6,150 8,900 7,709
Head of
household.. 2 8110 12,416 4,900 8,300 7,709
Joint.....ccceenen. 4 9,783 15,116 8,430 12,800 12,104
Head of
household.. 4 9,190 14,756 7,180 12,200 12,104

" Note.—These calculations are based on the following assué%?tions: (1) inflation is
equal to the figures forecast by the Co: ional Budget Office in January 1987;
(2) families with dependents are eligible for the earned income credit; (3) all
income consists of money wages and salaries; and (4) taxpayers are under age 65.

There are two principal reasons why the tax threshold for single
persons (other than heads of household) is not above the poverty
line. First, any further increases in the standard deduction for
single taxpayers beyond those provided by the Act would cause sig-
nificant marriage penalties for two single individuals who married.
Second, because the income of family members (other than spouses)
is not combined in computing tax liability, and because the tax
rate structure does not recognize economies of sharing household
costs with other individuals, the income of single individuals does
not represent a good measure of whether or not theliving condi-
tions of these individuals are impoverished.

More than two-thirds of all single individuals with income less
than $10,000 are under age 25, according to 1984 census data; these
individuals are likely to-be receiving significant support from other
family members that is not reflected on the tax return. In addition,
the .census data reflects that the majority of single individuals be-
tween ages 25 and 64 live with other individuals; thus, their house-
hold costs are shared. Accordingly, within the existing framework
of defining the unit of tax liability, the Congress believed that the
poverty line is not an accurate guide to the true economic circum-
sm of the majority of those who file tax returns as single indi-
vi .

Equitable distribution of tax burden

The Congress also believed that it was desirable for the tax re-
ductions provided under the Act to be distributed equitably among
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taxpayers. Table I-2 below shows the changes made by the Act in
the distribution of the tax burden in 1987 and 1988; this table re-
flects the effect of major provisions affecting individuals, including
the rate reductions, increases in the standard deduction and per-
sonal exemption, and changes in itemized deductions.

Table I-2 shows the percentage changes in tax liabilities between
prior law and the Act for each of nine income classes. In the aggre-
gate, the Act reduces tax liability of individuals by 2.2 percent in
1987 and by 6.1 percent in 1988.

Table I-2.—Percentage Change in 1987 and 1988 in Income Tax
Liability Under thg Tax Reform Act of 1986

Percentage Change in

Income class [thousands of 1986 dollars] Income Tax Liability

1987 © 1988

Less than $10 .......c.cvviieeevenereriiennerisresssreesuessens —-57.2 —65.1
B10 10 $20 c..ceeerieeeereerrrcerirreesestesersessessesnsnsssssesnens —16.7 —22.3
$20 10 $30 ....ceevuiereererrrrrinerieresreseernnnesrernesserserenesnens —10.8 -9.8
B30 10 $40 ...oeeeeereiireereeecerrenterrerniressenssesnssesnsesesne -94 -9
40 10 $50....cueeereeeriireeeeieeeereeerene st serrsseanns -9.8 -9.1
$50 10 $T5 cuvrvviverrecrerrirvcrvrvecrssasessssssssessssssssssnsssossanes -1.0 ~1.8
BTE5 10 $100.......coeeeierieceeiceeerreenenesversersssersesesens 43 ~1.2
$100 £0 $200.......ccoceverrereerccrerritererereeesssesrerssessossane . 4.6 —22
$200 and above.....ccccceceuereenennes rerereeresrtesnrensensassenes 9.8 —24

TOtAL.....covreererrrieiiceerireseeressesessesssnnsnsnnanes —-22 ~6.1

Note.—These figures do not take account of certain provisions affecting individ-
ualsl.u"}‘hugi the total tax reductions are somewhat different from what is indicated
in this table. : )

Table I-3 shows average income tax liability and tax rate by
income class for 1988, the first year in which the changes in the
tax rates and standard deduction are fully effective. By virtue of
restructuring the tax schedules and broadening the tax base for in-
dividuals, and reducing corporate tax preferences, the Act produces
substantial reductions in individual income tax liabilities.



18

Table 1-3.—Average Income Tax Liability and Tax Rates in 1988
Under Prior Law and Under the Tax Reform Act of 1986

Average income tax Average income tax

Income class
[thousands of 1986 . Differ- rate (percent)
dollars) Prior law 1986 Act ence Prior law 1986 Act
$21 —$39 1.6 0.5
695 —200 5.1 44
2,018 —220 8.3 7.5
3,254 - 273 9.5 8.7
4,849 —486 11.1 10.1
8,388 —150 13.3 13.1
14,293 —176 15.7 15.6
27,353 —612 19.3 18.9
135,101 —3,362 22.8 22.3
Average tax
liability or
tax rate........ 3,176 2,982 —194 11.8 11.1

Nore.—These ﬁgures do not take account of certain provisions affecting individ-
ua.lﬁ.1 Thuts’,1 the total tax reductions are somewhat different from what is indicated
in this table.

The income tax liability of individual taxpayers will decline an
average of $194 in 1988, from an average $3,176 under prior law to
an average $2,982 under the Act, as shown in Table I-3.

Simplification of tax returns

The Congress believed that the tax rate schedules in prior law
were too lengthy and complicated. The Act provides a two-rate tax
structure (15 and 28 percent), beginning in 1988. Under the Act,
more than 80 percent of individuals either will be in the 15-percent
bracket or will have no Federal income tax liability.

The prior-law tax rate structure is modified by the Act to make
the individual income tax fairer and simpler and to reduce disin-
centives to economic efficiency and growth. Simplicity in the rate
‘structure is achieved by using only two taxable income brackets.
The four filing statuses are retained because they are the fewest
classifications that can be implemented to provide fairly and equi-
tably for the diverse characteristics of the taxpaying population.

The two-bracket tax structure replaces the prior-law ZBA with a
standard deduction. Under the new structure, individuals deter-
mine taxable income by subtractini from adjusted gross income
either the standard deduction or the total amount of allowable
itemized deductions. Unlike the ZBA, the standard deduction en-
ables the taxpayer to know directly how much income is subject to
tax and to understand more clearly that taxable income is the base
for determining tax liability.

Further, the difference between the standard deduction for an
unmarried head of household and that for a married couple is nar-
rowed by the Act in recognition that the costs of maintaining a
household for an unmarried individual and a dependent more
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closely resemble the situation of a married couple than that of a
- single individual without a dependent. L

The increases in the standard deduction and modifications to spe-
cific deduction provisions simplify the tax system by substantially
reducing the number of itemizers. As a result of these changes,
about 11 million itemizers will shift to using the standard deduc-
tion, a reduction of approximately 30 percent in the number of
itemizers relative to prior law.

Marriage penaltly

Under the Act, the adjustments of the standard deduction and
the rate schedule make it possible to minimize the marriage penal-
ty while repealing the two-earner deduction. As a result, single in-
dividuals who marry will retain more of the share of the standard
deductions for two single individuals than under prior law.

Table I-4 presents a comparison of the marriage penalty in 1988
as it would be under prior law and as changed under the 1986 Act.

Table I-4.—Marriage Tax Penalty in 1988 for Two-Earner Couple
Under Prior Law and Tax Reform Act of 1986

Income of wife.

$10,000 $20,000 $30,000 $50,000  $100,000

Income of husband

$10,000
Prior law ............. $88 $63 —$15 —$404 —$2,337
1986 Act............... 150 150 —448 —443 —1,548
$20,000 - ’
Prior law ............. 63 1381 408 613 —885
1986 Act............... 150 158 466 466 —210
$30,000
Prior law............. -15 403 733 1,310 325
1986 Act............... —443 466 774 174 529
$50,000
Prior law............. —404 613 1,310 2,609 2,243
1986 Act............... —443 466 774 1,284 1,389
$100,000
Prior law ............. —2,337 —885 325 2,243 3,974
1986 Act............... —1,548 —210 529 1,389 1,494

Note.—The marriage bonus or penalty is the difference between the tax l.iabilitﬁ
of a married couple and the sum of the tax liabilities of the two spouses had eac|
been taxed as a single person. Marriage bonuses are negative .in the table;
marriage penalties are positive. It is assumed that all income is earned, that
taxpayers have no dependents, that deductible expenses were 16.7 percent of
income under prior law and 14 percent of income under the Act, and that
deductible expenses are allocated between spouses in proportion to income. The
computations in the table reflect the stan deduction, personal exemption, rate
bracket, and prior-law deduction for two-earner married couples.
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Elderly and blind taxpayers

The tax burden on elderly or blind taxpayers is eased by the Act
apart from the effect of rate reductions. The prior-law income tax
credit for certain elderly or disabled individuals is retained.

As discussed above, the Act increases the standard deduction
amounts and personal exemptions for all taxpayers. Thus, in 1989,
the $2,000 personal exemption amount for each individual under
the Act will be almost equal to the two personal exemption
amounts allowed under prior law (32,160 for 1986) for an elderly or
blind individual. Also, the higher standard deduction amounts
under the Act go into effect one year earlier (in 1987) for elderly or
blind individuals than for all other taxpayers (in- 1988). These in-
creased amounts are further augmented under the Act'by an addi-
tional standard deduction amount of $600 for an elderly or blind
individual ($1,200, if both) who is married (or who is a surviving
spouse), or of $750 for an unmarried elderly or blind individual
($1,500, if both). The higher personal exemptions and standard de-
duction, plus the additional standard deduction amount, offset the
loss of the additional personal exemption under prior law.

Explanation of Provisions
1. Tax rate schedules

The rate structure under the Act consists of two brackets and
tax rates—15 and 28 percent—for individuals in each of the four
filing status classifications. Reflecting the replacement of the ZBA
by the standard deduction, the 15-percent bracket begins at taxable
income of zero. (Under the Act, taxable income equals AGI minus
personal exemptions and minus either the standard deduction or
the total of allowable itemized deductions.) Effective for taxable
years beginning on or after January 1, 1988, the rate structure is

- as follows.
Taxable Income Brackets
T el el Seecimia
15% 0 to $29,750 0 to $23,900 0 to $17,850
28% Above $29,750  Above $23,900  Above $17,850

For married. individuals filing separate returns, the 28-percent
bracket begins at $14,875, i.e., one-half the taxable income amount
for joint returns. The bracket amounts for surviving spouses are
the same as those for married individuals filing joint returns.

Beginning in 1989, the taxable income amounts at which the 28
percent rate starts will be adjusted for inflation (as described
below). By December 15 of each year, beginning in 1988, the Treas-
ury Department is to prescribe tables reflecting the bracket
amounts applicable for the following year as adjusted for inflation.
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Rate adjustment

Beginning in 1988, the benefit of the 15-percent bracket is phased
out for taxpayers having taxable income exceeding specified levels.
The income tax liability of such taxpayers is increased by five per-
cent of their taxable income within specified ranges, until the tax
benefit of the 15-percent tax rate has been recaptured.

The rate adjustment occurs between $71,900 and $149,250 of tax-
able income for married individuals filing jointly and surviving
spouses; between $61,650 and $123,790 of taxable income for heads
of household; between $43,150 and $89,560 of taxable income for
single 1nd1v1dua1s, and between $35,950 and $113,300 of taxable
income for married individuals filing separately. These dollar
amounts will be adjusted for inflation beginning in 1989.

The maximum amount of the rate adjustment generally equals
13 percent of the maximum amount of taxable income within the
15-percent bracket applicable to the taxpayer (for a married indi-
vidual filing separately, in order to preclude an incentive for sepa-
rate filing, it is the 15-percent bracket applicable for married tax-
payers filing jointly). Thus, if the maximum rate adjustment ap-
plies, the 28-percent rate in effect applies to all of the taxpayer’s
taxable income, rather than only to the amount of taxable income
above the bracket breakpoint.

Transitional rate structure for 1987

For taxable years beginning in 1987, rate schedules w1th five
brackets are provided, as shown in the table below. Neither the
rate adjustment (described above) nor the personal exemption
fgg‘;?eout (described below) applies to taxable years beginning in

Taxable Income Brackets

Tax rate . .
oint returne househoid Single individual
11% 0-$3,000 0-$2,500 0-$1,800
15% 3,000-28,000 2,500-23,000 1,800-16,800
28% 28,000-45,000 23,000-38,000 16,800-27,000
35% 45,000-90,000 38,000-80,000 27,000-54,000
38.5% Over 90,000 - Over 80,000 Over 54,000

For married individuals filing separate returns, the taxable
income bracket amounts for 1987 begin at one-half the amounts for
joint returns. The bracket amounts for surviving spouses are the
same as those for married individuals filing joint returns.

2. Standard deduction

Increased deduction.—The Act repeals the zero bracket amount
(ZBA) and substitutes a standard deduction of the following
amounts, effective beginning in 1988,
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. ¢ '

’ Filing status gegzggg{
Married individuals filing jointly; surviving spouses........ ' $5,000
Heads of household.................... eterteeneeteneraersseseenraneantrnsenarrnse 4,400
Single individuals..........ccveeervermneerernerinsresesesreenessessesssneses 3,000
Married individuals filing separately............cccoevcviuruninccn. 2,500

" Beginning in 1989, these increased standard deduction amounts
g_cliesignated the “basic standard deduction”) will be adjusted for in-
ation. -

Elderly or blind individuals.—An radditional standard deduction
amount of $§600 is allowed for an elderly or a blind individual who
is married (whether filing jointly or separately) or is a surviving
spouse; the additional amount is $1,200 for such an individual who
is beth elderly and blind. An additional standard deduction amount
of $750 is allowed for a head of household who is elderly or blind
(81,500, if both), or for a single individual (i.e., an unmarried indi-
vidual other than a surviving spouse or head of household) who is
elderly or blind ($1,500, if both).3

For elderly or blind taxpayers only, the new basic standard de-
duction amounts @i.e., $5,000, $4,400, $3,000, or.$2,500) and the addi-
tional $600 or $750 standard deduction amounts are effective begin-
ning in 1987. For example, for married taxpayers both of whom are
65 or older, the standard deduction in 1987 on a joint return will be
$6,200. If only one spouse is 65 or older, or blind, the standard de-
duction in 1987 on a joint return will be $5,600. Beginning in 1989,
the $600 and $750 additional standard deduction amounts will be
adjusted for inflation.

Standard deduction for 1987.—For all individual taxpayers other
than elderly or blind individuals, the standard deduction amounts
for taxable years beginning in 1987 are $3,760 for married individ-
uals filing jointly and surviving spouses; $2,540 for heads of house-
hold and single individuals; andp $1,880 for married individuals
filing separately.

As under prior law, the Internal Revenue Service will continue
to prepare tax tables reflecting the tax liability of individuals who
use the standard deduction. (The IRS also may prepare tax tables
for taxpayers who itemize, but these tables may not incorporate
the standard deduction into the tables in the way the ZBA was pre-
viously incorporated in the tax tables.) In preparing the tables, the
IRS may adjust the size of the intervals between taxable income
a{)ni)unts in the tables to reflect meaningful differences in tax li-
ability.

3. Personal exemption

Exemption amount.—The Act increases the personal exemption
for each individual, the individual’s spouse, and each eligible de-
pendent to $1,900 for taxable years beginning during 1987, $1,950
for taxable years beginning during 1988, and $2,000 for taxable

3 See text below for computation of standard deduction where an elderly or blind individual is
eligible to be claimed as a dependent on the tax return of another taxpayer.
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years beginning after December 31, 1988. Beginning in 1990, the
$2,000 personal exemption amount will be adjusted for inflation.
The Act also repeals the additional exemption for an elderly or
blind individual, beginning in 1987. (As described above, the Act
provides an additional standard deduction amount for an elderly or
blind individual, beginning in 1987; also, the generally applicable
increased standard deduction amounts apply for elderly or blind in-
dividuals beginning in 1987.) ‘

Phaseout.—Beginning in 1988, the benefit of the personal exemp-
tion is phased out for taxpayers having taxable income exceeding
specified levels. The income tax liability of such taxpayers is in-
creased by five percent of taxable income within certain ranges.

This reduction in the personal exemption benefit starts at the
taxable income level at which the benefit of the 15-percent rate is
totally phased out (see ‘‘Rate adjustment,” above). For example, in
the case of married individuals filing joint returns, in 1988 the per-
sonal exemption phaseout begins at taxable income of $149,250.

The benefit of each personal exemption amount is phased out
over an income range of $10,920 in 1988 and $11,200in 1989. The
phaseout occurs serially. For example, the phaseout of the benefit
of the second personal exemption on a joint return does not begin
until the phaseout of ‘the first has been completed. Thus, in the
case of married individuals filing jointly who have two children, in
1988 the benefit of the four personal exemptions on. the. joint
return would phase out over an income range of $43,680 (four times
$10,920) and would be phased out completely at taxable income of
$192,930; in 1989, the benefit of each exemption would phase out
over an income range of $44,800 (four times $11,200).

Rules for certain dependents.—The Act provides that an individ-
ual for whom a personal exemption deduction is allowable on an-
other taxpayer’s return is not entitled to any personal exemption
amount on his or her own return. For example, if married individ-
uals may claim a personal exemption deduction for their child, the
child may not claim any personal exemption on his or her return.

Under prior law, the. ZBA could be used by such a dependent tax-
payer only to offset earned income. The Act provides that in the
case of an individual for whom a personal exemption deduction is
allowable on another taxpayer’s return, the individual’s basic
standard deduction is limited to the greater of (a) $500 (to be ad-
justed for inflation beginning in 1989) or (b) the individual’s earned
income. The preceding limitation is intended to apply only with re-
spect to the basic standard deduction, and not with respect to the
additional standard deduction amount allowable to an elderly or
blind individual.# For example, in 1987 an unmarried elderly indi-
vidual (other than a surviving spouse) who may be claimed as a de-
pendent on her son’s tax return may first utilize the basic standard
deduction ($3,000) to offset the greater of (1) earned income or (2)
nonearned income up to $500. In addition, the individual could
apply the additional standard deduction amount ($750) against any
remaining income not offset by the basic standard deduction (pur-

4 A technical correction may be needed to reflect this intent.
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suant to the rule stated in the preceding sentence), whether earned
or nonearned income.

Under the Act, an individual who is eligible to be claimed as a
dependent on another’s tax return must file a Federal income tax
return only if he or she either (1) has total gross income in excess
of the standard deduction (including, in the case of an elderly or
blind individual, the additional standard deduction amount) or (2)
has nonearned income in excess of $500 plus, in the case of an el-
derly or blind individual, the additional standard deduction
amount. For example, an elderly individual who may be claimed as
a dependent on her daughter’s tax return must file a return for
1987 only if the elderly individual either (1) has total gross income
exceeding $3,750 or (2) has nonearned income exceeding $1,250.5

These rules for dependents are effective for taxable years begin-
ning on or after January 1, 1987.

4. Adjustments for inflation

The new rate structure will be adjusted for inflation (i.e., in-
dexed) beginning in 1989, to reflect changes in the Consumer Price
Index for all-urban consumers (CPI) between the 12-month period
ending on August 31, 1987 and the following 12-month period. Any
inflation adjustment will apply to the breakpoint between the 15
percent and 28-percent brackets, and to the income levels above
whilch the rate adjustment and personal exemption phaseouts
apply.

Inflation adjustments will begin in 1989 to the increased stand-
ard deduction amounts that generally are effective for 1988, and to
the additional standard deduction amount for blind or elderly indi-
viduals (which goes into effect in 1987). Inflation adjustments will
begin in 1990 to the $2,000 personal exemption amount that applies
for 1989. '

Under the Act, inflation adjustments (except to the earned
income credit) will be rounded down to the next lowest multiple of
$50.% For example, an inflation rate adjustment of four percent
would raise the starting point of the 28-percent bracket for 1989 re-
turns of married individuals filing jointly from $29,750 to $30,940;
this amount then would be rounded down to $30,900 for purposes of
constructing the indexed rate schedule applicable to 1989.

In subsequent years, the indexing adjustment will reflect the
rate of inflation for the cumulative period after the 12-month
period ended August 31, 1987, with respect to the rate brackets and
the increased standard deduction amounts;.and August 31, 1988,
with respect to the $2,000 personal exemption. As a result, while
rounding down affects the inflation adjustments made in each year,
there is no cumulative effect from rounding on the bracket thresh-
olds and related amounts, since each year’s inflation adjustment
will be computed to reflect the cumulative rate of inflation from
the initial base period. If the CPI currently published by the De-

5 A technical correction may be needed to reflect this intent.

8 In the case of a married individual filing a separate return, inflation adjustments to the
légacket amounts will be rounded down to the nearest multiple of $25 (except with respect to sec.

(cX4)).
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partment of Labor is revised, then the revision that is most consist-
ent with the CPI for calendar year 1986 is to be used.

5. Two-earner deduction

The prior-law deduction for two-earner married couples is re-
11>g§’17ed effective for taxable years beginning on or after January 1,

6. Income averaging

The prior-law provisions for income averaging are repealed, effec-
tive for taxable years beginning on or after January 1, 1987

Effective Dates

Rate structure.—The transitional five-bracket tax rate schedules
are effective for taxable years beginning in 1987. The two-bracket
tax rate schedules and the rate adjustment are effective for taxable
years beginning on or after January 1, 1988.

Standard deduction.—For taxable years beginning on or after
January 1, 1987, the standard deduction replaces the ZBA. The
transitional standard deduction amounts apply for taxable years
beginning in 1987. The increased standard deduction amounts gen-
erally are effective for taxable years beginning on or after January
1, 1988. For elderly or blind individuals, the increased basic stand-
ard deduction amounts and the additional standard deduction
amounts are effective for taxable years begmnmg on or after Janu-
ary 1, 1987.

Personal exemption.—The persorial exemption amounts of $1,900,
$1,950, and $2,000 apply, respectively, for taxable years begmnmg
dunng 1987, taxable years beginning during 1988, and taxable
years beg'mnmg after December 31, 1988. The phase-out of the per-
sonal exemption amount applies for taxable years beginning on or
after January 1, 1988. The rules disallowing any exemption amount
on the return of an individual who is eligible to be claimed as a
dependent on another taxpayer’s return are effective for taxable
years beginning on or after January 1, 1987.

Inflation adjustments.—The change of the date of the 12-month
measuring period for inflation adjustments to August 31 and the
provision relating to rounding down inflation adjustments to the
nearest $50 are effective for taxable years beginning on or after
January 1, 1987. :

Two-earner deduction.—The repeal of the prior-law deduction for
two-earner married couples is effective for taxable years beginning
on or after January 1, 1987.

Income averaging.—The repeal of the prior-law provisions for
income averaging is effective for taxable years beginning on or
after January 1, 1987.

Revenue Effect

Tax rates

The changes in the income tax rates are estimated to decrease
fiscal year budget receipts by $16,900 million in 1987, $56,812 mil-
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lion in 1988, $53,725 million in 1989, $39,039 million in 1990, and
$40,626 million in 1991.7

Standard deduction

The increases in the standard deduction amounts are estimated
to decrease fiscal year budget receipts by $1,127 million in 1987,
$6,183 million in 1988, $8,276 million in 1989, $8,864 million in
1990, and $9,493 million in 1991.

Personal exemption

The increase in the personal exemption amount, the repeal of
the prior-law additional exemption for the elderly and blind, and
the disallowance of a personal exemption for an individual who is
eligible to be claimed as a dependent on another taxpayer’s return
are estimated to decrease fiscal year budget receipts by $13,414 mil-
lion .in 1987, $26,298 million in 1988, $26,530 million in 1989,
$27,678 mllhon in 1990, and $28,876 m11110n in 1991,

Two-earner deduction

The repeal of the prior-law deduction for two-earner married cou-
ples is estimated to increase fiscal year budget receipts by $1,379
million in 1987, $6,016 million in 1988, $6,177 million in 1989,
$6,572 million in 1990, and $6,995 million in 1991.

Income averaging

_ The repeal of the prior-law provisions for income averaging is es-

timated fo increase fiscal year budget receipts by $430 million in
1987 $1,814 million in 1988 $1,928 million in 1989, $2,077 million
in 1990 and $2,239 million in 1991.

7 The rate reduction estimate includes the effects relatmg to caplta.l gains as well as interac-
tions between rate changes and other provisions of the Act.



B. Earned Income Credit (Sec. 111 of the Act and secs. 32 and
3507 of the Code) 8

Prior Law

An eligible individual who maintains a home for one or more
children is allowed a refundable income tax credit based on the in-
dividual’s earned income up to a specified dollar amount. The
credit is available to married individuals filing a joint return who
are entitled to a dependency exemption for a child, a head of
household, and a surviving spouse.®

Under prior law, the earned income credit generally equalled 11
percent of the first $5,000 of earned income, for a maximum credit
of $550 (Code sec. 32). The amount of the credit was reduced if the
individual’s adjusted gross income (AGI) or, if greater, earned
income, exceeded $6,500; no credit was available for individuals
with AGI or earned income of $11,000 or more.

To relieve eligible individuals of the burden of computing the
amount of credit to be claimed on their returns, the Internal Reve-
nue Service publishes tables for determining the credit amount. El-
igible individuals may receive the benefit of the credit in their pay-
checks throughout the year by electing to receive advance pay-
ments.

Reasons for Change

The earned income credit is intended to provide tax relief to low-
income working individuals with children and to improve incen-
tives to work. Periodically since enactment of the credit in 1975,
the Congress has increased the maximum amount and the phase-
out levels of the credit to offset the effects of inflation and social
security tax increases.

The Congress concluded that further increases in the maximum
amount and phase-out level of the credit were necessary to offset
past inflation and increases in the social security tax. In addition,
the Congress believed that an automatic adjustment to the credit
to reflect future inflation should be provided, just as it is provided
for the personal exemption, the standard deduction, and rate
brackets, in order to eliminate the reduction in the real value of
the credit caused by inflation.

8 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 111; H.Rep. 99-426, pp. 94-95; H.R. 3838, as
reported by the Senate Committee on Finance on May 29, 1986, sec. 111; S.Rep. 99-313, pp. 43-44;
Senate floor amendment, 132 Cong. Rec. S 7969 (June 19, 1986); and H.Rep. 99-841, Vol. II (Sep-
tember 18, 1986), pp. 12-13 (Conference Report).

9 For definitions of head of household and surviving spouse, see Title 1., Part A., above.

@n
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Explanation of Provisions

The Act increases the rate and base of the earned income credit
to 14 percent of the first $5,714 of an eligible individual’s earned
income. As a result, the maximum credit is increased to $800.

The income level at which the credit is completely phased out is
raised to $13,500. Starting in taxable years that begin on or after
January 1, 1988, the phase-out range is raised to $9,000/$17,000.

Under the Act, the credit is to be adjusted (beginning in 1987) for
inflation. The adjustment factor for 1987 equals the increase in the
consumer price index (CPI) from August 31, 1984, to August 31,
1986. (Thus, the maximum amount of earned income eligible for
the credit beginning in 1987 equals $5,714 as adjusted for inflation
between August 31, 1984 and August 31, 1986.) Subsequent annual
increases are to adJust for the effects of addltmnal ‘annual changes
in the CPI. These adjustments affect the amount of income to
which the credit applies and the lower and upper limits of the
phaseout range.

These inflation adjustments to the earned income credit are not
subject to the $50 rounding-down rule otherwise applicable under
the Act to inflation adjustments. Instead, as under the generally
applicable inflation adjustment rule of prior law, any inflation ad-
justment relating to the credit that is not a multiple of $10 will be
rounded to the nearest multiple of §10.

The Act also directs the Treasury Department to include in regu-
lations a requirement that employers notify their employees whose
wages are not subject to income tax withholding that they may be
eligible for a refundable earned income credit. (The regulations are
to prescribe the time and manner for such notification.) However,
this notice does not have to be given to employees whose wages are
exempt from withholding pursuant to Code section 3402(n). This ex-
emption applies, for example, to many high school or college stu-
dents who are employed for the summer.

Effective Date

The increases in the credit rate and base and the provisions re-
lating to inflation adjustments are effect1ve for taxable years begin-
ning on or after January 1, 1987.

The increase in the begmnmg phase-out level to $9,000 is effec-
tive for taxable years beginning on or after January 1, 1988.

Revenue Effect

This provision is estimated to decrease fiscal year budget receipts
by $14 million in 1987, $309 million in 1988, $723 million in 1989,
$886 million in 1990, and $1,077 million in 1991, and to increase
fiscal year budget outlays by $83 million in 1987, $1,731 million in
1988, $3,149 million in 1989, $3,481 million in 1990, and $3,848 mil-
lion in 1991. (To the extent that the amount of earned income
credit exceeds tax liability and thus is refundable, it is treated as
an outlay under budget procedures.) .



C. Exclusions from Income

1. Unemployment compensation benefits (sec. 121 of the Act and
sec. 85 of the Code) 1°

Prior Law

Prior law provided a limited exclusion from income for unem-
ployment compensation benefits paid pursuant to a Federal or
State program (Code sec. 85).

If the sum of the individual’s unemployment compensation bene-
fits and adjusted gross income (AGI) did not exceed a defined base
amount, then no unemployment compensation benefits were in-
cluded in gross income. The base amount was $18,000 in the case of
married individuals filing a joint return; $12,000 in the case of an
unmarried individual; and zero in the case of married individuals
filing separate returns. If the sum of unemployment compensation
benefits and AGI exceeded the base amount, the amount of the
benefits included in gross income generally was limited to the
lesser of (1) one-half the excess of the sum of such benefits plus
AGI gver the base amount, or (2) the amount of such benefits re-
ceived.

Reasons for Change

While all cash wages and similar compensation (such as vacation
pay and sick pay) received by an individual generally have been
treated as fully includible in gross income under the tax law, un-
employment compensation benefits were includible under prior law
only if the taxpayer’s AGI and benefits exceeded specified levels.
The Congress concluded that unemployment compensation benefits,
which essentially are wage replacement payments, should be treat-
ed for tax purposes in the same manner as wages or other wage-
type payments. Thus, repeal of the prior-law partial exclusion con-
tributes to more equal tax treatment of individuals with the same
economic income. Also, if wage replacement payments are given
more favorable tax treatment than wages, some individuals may be
discouraged from returning to work.

Explanation of Provision

Under the Act, all unemployment compensation benefits (wheth-
er paid pursuant to a Federal or State law) received after 1986 are
includible in gross income.

10 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 122; H.Rep. 99-426, pp. 98-99; H.R. 3838, as
reported by the Senate Committee on Finance on May 29, 1986, sec. 121; S8.Rep. 99-313, pp. 46-47;
and H.Rep. 99-841, Vol. II (September 18, 1986), p. 14 (Conference Report).

(29)
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Effective Date

31T{138é)rovision is effective for amounts received after December

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $230 million in 1987, $764 million in 1988, $749 million in 1989,
$723 million in 1990, and $701 million in 1991.

2. Prizes and awards (sec. 122 of the Act and secs. 74, 102, and 274
of the Code) !

Prior Law

Under prior and present law, prizes and awards received by an
individual (other than scholarships or fellowship grants to the
extent excludable under sec. 117) generally are includible in gross
income. Treasury regulations provide that such taxable prizes and
awards include amounts received from giveaway shows, door prizes,
awards in contests of all types, and awards from an employer to an
employee in recognition of some achievement in connection with
employment.

However, pnor—law section 74(b) provided a special exclusion
from income for certain prizes and awards that were received in
recognition of charitable, religious, scientific, educational, artistic,
literary, or civic achievement (‘‘charitable achievement awards”).
This exclusion applied only if the recipient (1) had not specifically
applied for the prize or award (for example, by entering a contest),
and (2) was not required to render substantial services as a condi-
tion of receiving it. Treasury regulations- stated that the section
74(b) exclusion did not apply to prizes or awards from an employer
to an employee in recognition of some achievement in connection
with employment.!2

While section 74 determines the includibility in gross income of
prizes and awards, the treatment of other items provided by an em-
ployer to an employee could be affected by section 61, defining
gross income, and prior-law section 102, under which gifts may be
excluded from gross income. Section 61 provides in part that “gross
income means all income from whatever source derived,” including
compensation for services whether in the form of cash, fringe bene-
fits, or similar items. However, under prior law, an item trans-
ferred from an employer to an employee, other than a prize or
award that was includible under section 74, might be excludable
from gross income if it qualified as a gift under section 102.

11 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 123(b); H.Rep. 99-426 pp. 103-07; H.R.
3838, as reported by the Senate Committee on Finance on May 29, 1986, sec. 122 S.Rep. 99-313

PR 47 54; and H.Rep. 99-841, Vol. II (September 18, 1986), Pp. 17 19 (Conference Re rt).
Treas. Reg. sec. 1. 74—l(b) But see Jones v. Comm r, 743 F.2d 1429 (9th Cir. 1984) holdm%
that an award from an employer to an emplgiy;ﬁe could qualify for the prior-law section 74(b
exclusion under extraordinary circumstances. The court held that the exclusion ag)phed in the
case of a prominent scientist who was rewarded by the National Aeronautics and Space Admin-
istration (NASA) for lifetime scientific achievement, only part of which was accomplished while
the scientist was employed by NASA. No inference is intended under the Act as to whether the
decision in this case was a correct interpretation of section 74(b) as in effect prior to the Act
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The U S. Supreme Court, in a 1960 case 1nvolv1ng payments
made “in a context with business overtones,” defined excludable
glfts as payments made out of “detached and disinterested generos-
ity” and not in return for past or future services or from motives of
anticipated benefit (Comm’r v. Duberstein, 363 U.S. 278 (1960)).
Under this standard, the Court said, transfers made in connection
with employment could constitute gifts only in the “extraordinary”
instance.13

In certain circumstances, if an award to an employee could con-
stitute an excludable gift under prior law, the employer’s deduction
was subject to limitation under section 274(b) That section express-
ly defines the term “gift” to mean any amount excludable from
gross’ income under section 102 that. is not excludable under an-
other statutory provision.

Section 274(b) generally disallows business deductions for glfts to
the extent that the total cost of all gifts of cash, tangible personal
property, and other items to the same individual from the taxpayer
during the taxable year exceeds $25. Under an exception to the $25
limitation provided by prior law, the ceiling on the deduction was
$400 in the case of an excludable gift of an item of tangible person-
al property awarded to an employee for length of service, safety
achievement, or productivity. In addition, the prior-law ceiling on
the employer’s business gift deduction was $1,600 for an excludable
employee award for such purposes when provided under a qualified
award plan, if the average cost of all plan awards in the year did
not exceed $400.

A further rule that may be relevant with respect to a prize or
award arises under section 132(e), which provides that de minimis
fringe benefits are excludable from income. A de minimis fringe
generally is defined as any property or service the value of which
is (taking into account the frequency with which gimilar fringes
are provided by the employer to the employer’s employees) so small
as to make accounting for it unreasonable or administratively im-
practicable.

Reasons for Change

Charitable achievement awards

A prize or award generally increases an individual’s net wealth
in the same manner as any other receipt of an equivalent amount
that adds to the individual’s economic well-being. For example, the
receipt of an award of $10,000 for scientific achievement increases
the recipient’s net wealth and ability to pay taxes to the same
extent as the receipt of $10,000 in wages, dividends, or as a taxable
award; nonetheless, such an award was not treated as income
under prior law. Also, as in the case of other exclusions or deduc-
tions, the tax benefit of the prior-law section 74(b) exclusion de-

13 Under Duberstein, the determination of whether property transferred from an employer to
an employee (or otherwise transferred in a busmess context) constltuted a gift to the recipient
was to be made on a case-by-case basm, by an “objective inquiry”’ into the facts and circum-
stances. If the transferors motwe was “the mcentwe of anticipated benefit,” or if the payment
was in return for services rendered (whether or not the payor received an economic benefit from
the payment), then the payment must be included in income by the recipient.
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pended on the recipient’s marginal tax rate, and thus generally
was greater in the case of higher-income taxpayers. ‘

In light of these considerations, the Con concluded that
prizes and awards generally should be includible in gross income
even if received because of achievement in fields such as the arts
and sciences. This repeal of the special prior-law exclusion for cer-
tain awards was viewed as consistent with the Act’s general objec-
tives of fairness and economic neutrality.

In addition, the Congress was concerned about problems of com-
plexity that had arisen as a result of the special prior-law exclusion
under section 74(b). The questions of what constituted a qualifying
form of achievement, whether an individual had initiated action to
enter a contest or proceeding, and whether the conditions of receiv-
inf a prize or award involved rendering “substantial” services, had
all caused some difficulty in this regard. Finally, in some circum-
stances the prior-law exclusion could have served as a possible ve-
hicle for the payment of disguised compensation.

At the same time, the Congress recognized that in some in-
stances the recipient of the type of prize or award described in sec-
tion 74(b) may wish to assign the award to charity, rather than
claiming it for personal consumption or use. Accordingly, the Act
retains the prior-law exclusion for charitable achievement awards
described in section 74(b) but only if the award is transferred by
the payor, pursuant to a designation made by the winner of the
prize or award, to a governmental unit or to a tax-exempt charita-
ble, educational, religious, etc. organization contributions to which
1are deductible under section 170(c)(1) or section 170(cX2), respective-
y.

Employee awards

An additional reason for change relates to the prior-law tax
treatment of employee awards of tangible personal property given
léy reason of length of service, safety achievement, or productivity.

xcept for any item that might be able to qualify as a de minimis
fringe benefit as defined by section 132(e), such employee awards
were not excludable from the employee’s gross income, and the de-
duction of their cost by the employer was not limited under section
274(b), if they could not qualify as gifts because of either the “de-
tached generosity”’ standard applicable under section 102 or the
rule of section 74(a) that prizes and awards generally are includible
in income.

The Congress understood that uncertainty had arisen among
some taxpayers concerning the proper tax treatment under prior
law of an employee award. Such uncertainty could lead some em-
ployers to seek to replace amounts of taxable compensation (such
as sales bonuses) with “award” programs of tangible personal prop-
erty. The business and the employee might contend that such
awards are not subject to income or social security taxes, but that
the employer could still deduct the costs of the awards up to the
section 274(b) limitations. In the case of highly compensated em-
ployees, who often might not be significantly inconvenienced by the
fact that such awards would be made in the form of property
rather than cash, an exclusion for transfers of property with re-
spect to regular job performance (such as for productivity) could
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serve as a means of providing tax-free compensation. As in the.case
of other exclusions or deductions, the tax benefit of such an exclu-
sion for transfers to an employee would depend on the recipient’s
marginal tax rate, and thus generally would be greater for higher-
income employees. )

Accordingly, the Congress believed that it was desirable to pro-
vide express rules with regard to the tax treatment of amounts
transferred by or for an employer to or for the benefit of an em-
ployee. The Congress concluded that, in general, an award to an
employee from his or her employer does not constitute a “gift”
comparable to such excludable items as intrafamily holiday gifts,
and should be included in the emploiee’s gross income for income
tax purposes and in wages for withholdirig and employment tax
purposes. ~

However, the Congress believed that no serious potential for
avoiding taxation on compensation arises from transfers by em-
ployers to employees of items of minimal value. Therefore, the Con-
gress wished to clarify that the section 132(e) exclusion for de mini-
mis fringe benefits can apply to employee awards of low value. The
Congress also concluded that this exclusion should be viewed as ap-
plicable to traditional awards (such as a gold watch) upon retire-
ment after lengthy service for an employer. For example, in the
case of an employee who has worked for an employer for 25 years,
a retirement gift of a gold watch may qualify for exclusion as a de
minimis fringe benefit even though gold watches given throughout
the period of employment would not so qualify for exclusion. In
that case, the award is not made in recognition of any particular
achievement, relates to many years of employment, and does not
reflect any expectation of or incentive for the recipient’s rendering
of future services. .

Also, the Congress concluded that, in certain narrowly defined
circumstanes, it is appropriate to recognize traditional business
practices of making awards of tangible personal property for length
of service or safety achievement. These traditional practices may
involve, for example, awards of items that identify or symbolize the
awarding employer or the achievement being recognized, and that
do not merely provide an economic benefit to the employee. Such
practices were not entirely equivalent, for example, to providing
either a bonus in cash or an allowance of a dollar amount toward
the purchase of ordinary merchandise. The Congress believed that
the double income tax benefit of excludability and deductibility is
acceptable for such types of employee achievement awards under
El;lesfintended to prevent abuse and limit the scope of the double

nefit. : -

In light of these considerations, the Act restricts the double bene-
fit through dollar limitations, limits the frequency with which
Iength of service awards can be made to the same employee, and
limits safety achievement awards to the employer’s work force
(other than administrators, professionals, etc. whose work ordinari-
ly does not involve significant safety concerns) and to no more than
10 percent of such eligible recipients in one year. In addition, the
exclusion applies only if the item of tangible personal property is
awarded under conditions and circumstances that do not create a
significant likelihood of the payment of disguised compensation.
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The Act removes the prior-law uncertainty concerning the tax
treatment of some employee awards by making clear that the fair
market value of any employee award that does not constitute
either a length of service award or a safety achievement award
qualifying under the Act or a de minimis fringe benefit described
in section 132(eX1) is includible in gross income for income tax pur-
poses and in wages or compensation for employment tax and with-
‘holding purposes. The Congress believed that this general rule of
includibility is consistent with the Act’s objectives of fairness and
economic neutrality.

Explanation of Provisions

Charitable achievement awards

Under the Act, the prior-law limited exclusion under section
T74(b) for a prize or award for certain charitable, religious, scientific,
educational, artistic, literary, or civic achievement (a “charitable
achievement award”) is further restricted to apply only if the recip-
ient designates that the award is to be transferred by the payor to
a governmental unit or a tax-exempt charitable, educational, reli-
gious, ete. organization that is eligible to receive contributions that
are deductible under sections 170(cX1) or 170(cX2), respectively. If
such designation is made and if the charitable achievement award
is so transferred to the designated governmental unit or charitable
organization by the payor, the award is not included in the win-
ner’s gross income, and no charitable deduction is allowed either to
the winner or to the payor on account of the transfer to the gov-
ernmental unit or charitable organization.

For purposes of determining whether a charitable achievement
award that is so transferred qualifies as excludable under the Act,
the prior-law rules concerning the scope of section 74(b) are re-
tained without change. (Thus; for example, the exclusion is avail-
able only if the award winner had not specifically applied for the
award, and was not required to render substantial services as a
condition of receiving it.) In addition, in order to qualify for the
section 74(b) exclusion as modified by the Act, the designation must
be made by the taxpayer (the award recipient), and must be carried
out by the party making the prize or award, before the taxpayer
uses the item that is awarded (e.g.,, in the case of an award of
money, before the taxpayer spends, deposits, invests, or otherwise
uses the money)

Disqualifying uses by the taxpayer include such uses of the prop-
erty with the permission of the taxpayer or by one associated with
the taxpayer (e.g., a member of the taxpayer’s family). Absent a
disqualifying use, however, the taxpayer can make the required
designation of the governmental unit or charitable organization (to
which the award is to be transferred by the payor) after receipt of
the prize or award.

Employee awards

In general

-The . Act provides an exclusion from gross income (Code sec.
74(c)), subject to certain dollar limitations, for an ‘“employee
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achievement award” that satisfies the requirements set forth in
the Act. The Act defines an employee achievement award (Code
sec. 274(j)) as an item of tangible personal property transferred by
an employer to an employee for length of service achievement or
for safety achievement,!4 but only if the item (1) is awarded as part
of a meaningful presentation, and (2) is awarded under conditions
and circumstances that do not create a significant likelihood of the
payment of disguised compensation.1 The exclusion applies only
for awards of tangible personal property and is not available for
awards of cash, gift certificates, or equivalent items, or for awards
of intangible property or real property.

An award for length of service cannot qualify for the exclusion if
it is received during the employee’s first five years of employment
for the employer making the award, or if the employee has re-
ceived a length of service achievement award (other than an award
excludable under sec. 132(eX1)) from the employer during the year
or any of the preceding four years. An award for safety achieve-
ment cannot qualify for the exclusion if made to an individual who
is not an eligible employee, or if, during the taxable year, employee
awards  for safety achievement (other than awards excludable
under sec. 132(e)1)) have previously been awarded by the employer
to more than 10 percent of the employer’s eligible employees. That
is, no more than 10 percent of an employer’s eligible employees
may receive excludable safety achievement awards in any taxable
year (even if all the awards are made simultaneously).1® For this
purpose, eligible employees are all employees of the taxpayer other
than managers, administrators, clerical workers, and other profes-
sional employees.

Deduction limitations

Under section 274 as amended by the Act, an employer’s deduc-
tion for the cost of all employee achievement awards (both safety
and length of service) provided to the same employee during the
taxable year generally cannot exceed $400. In the case of one or
more qualified plan awards awarded to the same employee during
the taxable year, however, the employer’s deduction limitation for
all such qualified plan awards (both safety and length of service) is
$1,600. In addition to these separate $400/$1,600 limitations, the
$1,600 limitation applies in the aggregate if during the year an em-
ployee receives one or more qualified plan awards and also one or
more employee achievement awards that are not qualified plan
awards; i.e., the $400 and $1,600 limitations cannot be added to-
gether to allow deductions exceeding $1,600 in the aggregate for

14 Thus, an employee award for productivity, or for any other purpose not specified in sec.
274(j), is not excludable under sec. 74(c).

18 The types of conditions and circumstances that are to be deemed to create a mgmﬁcant
likelihood of payment of disguised compensation include, for example, the making of employee
awards at the time of annual salary adjustments or as a substltute for a prior program of
awarding cash bonuses, or the providing of employee awards in a way that discriminates in
favor of highly paid employees.

16 Accordingly, no exclusion for safety achievement awards is available in the case of an em-
ployer with nine or fewer eligible employees.
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employee achievement awards made to the same employee in a
taxable year. 17 :

A qualified plan award is defined as an employee achievement
award provided under a qualified award plan, i.e., an established,
written plan or program of the taxpayer that does not discriminate
in favor of highly compensated employees (within the meaning of
sec. 414(q)) as to eligibility or benefits. However, an item cannot be
treated as a qualified plan award if the average cost per recipient
of all employee achievement awards made under all qualified
award plans of the employer during the taxable year exceeds $400.
In making this calculation of average cost, qualified plan awards of
nominal value are not to be included in the calculation (i.e., are not
to be added into the total of award costs under the plan in comput-
ing average cost). In the case of a qualified plan award the cost of
which exceeds $1,600, the entire cost of the item is to be added into
the total of qualified plan award costs in computing average cost,
notwithstanding that only $1,600 (or less) of such cost is deductible.

Excludable amount

In the case of an employee achievement award the c¢ost of which
is deductible in full by the employer under the dollar limitations of
section 274 (as amended by the Act),’8 the fair market value of the
award is fully excludable from gross income by the employee. For
.example, assume that an employer makes a length of service
achievement award (other than a qualified 1;.‘)la.n award) to an em-
ployee in the form of a crystal bowl, that the employer makes no
other length of service awards or safety achievement awards to
that employee in the same year, and that the employee has not re-
ceived a length of service award from the employer during the
prior four years. Assume further that the cost of the bowl to the
employer is $375, and that the fair market value of the bowl is
$415. The full fair market value of $415 is excludable from the em-
‘ployee’s gross income for income tax purposes under section 74 as
amended by the Act.

However, if any part of the cost of an employee achievement
award exceeds the amount allowable as a deduction by an employ-
er because of the dollar limitations of section 274, then the exclu-
sion does not apply to the entire fair market-value of the award. In
such a case, the employee must include in gross income the greater
of (i) an amount equal to the portion of the cost to the employer of
the award that is not allowable as a deduction to the employer (but
not an amount in excess of the fair market value of the award) or
(ii) the amount by which the fair market value of the award ex-
ceeds the maximum dollar amount allowable as a deduction to the
employer. The remaining portion of the fair market value of the
award is not included in the employee’s gross income for income
tax purposes.

17 In the case of an employee award provided by a partnership, the deduction limitations of
section 27.39) apfly to the partnership as well as to each partner. The new employee achieve-
ment award exclusion is not available for any award made by a sole proprietorship to the sole
proprietor; consequently, the deduction limitations in sec. 274(j) do not apply with respect to
such an includible award.

18 In the case of a tax-éxempt employer, the deduction limitation amount is that amount that
would be deductible if the employer were not exempt from taxation (sec. 74(cX3)).
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Consider, for example, the case of a safety achievement award to
an eligible employee that is not a qualified plan award, and that
costs the employer $500; assume that no other employee achieve-
ment awards were made to the same employee during the taxable
year, and that safety achievement awards were not awarded during
the year to more than 10 percent of eligible employees of the em-
ployer. The employer’s deduction is limited to $400. The amount in-
cludible in gross income by the employee is the greater of (1) $100
(the difference between the item’s cost and the deduction limita-
tion), or (2) the amount by which the item’s fair market value ex-
ceeds the deduction limitation. If the fair market value equals, for
example, $475, then $100 is includible in the employee’s income. If
the fair market value equals $600, then $200 is includible in the
employee’s income. ' ‘

Except to the extent that the new section 74(c). exclusion or sec-
tion 132(e)(1) applies, the fair market value of an employee award
(whether or not satisfying the definition of an employee achieve-
ment award) is includible in the employee’s gross income under
section 61, and is not excludable under section 74 (as amended by
the Act). Also, the Act amends section 102 to provide explicitly that
the section 102 exclusion for gifts does not apply to any amount
transferred by or for an employer to, or for the benefit of, an em-
ployee. The fair market value of an employee award (or any por-
tion thereof) that is not excludable from gross income must be in-
cluded by the employer on the employee’s Form W-2, as was re-
quired under prior law. ’

Any amount of an employee achievement award that is excluda-
ble from gross income under the Act also is excludable from wages
or compensation for employment tax (e.g., FICA tax) purposes and
is excludable from the social security benefit base.

The Act does not modify Code section 132(eX1), under which de
minimis fringe benefits are excluded from gross income. Thus, an
employee award is not includible in income if its fair market value,
after taking into account the frequency with which similar benefits
are provided by the employer to the employer’s employees, is so
small as to make accounting for it unreasonable or administrative-
ly impracticable. For example, the section 132(e)X1) exclusion would
apply with respect to a pin or similar item with a value of $15
awarded to an employee on joining a business, on completing six
mop(i):gs’ employment, or on completing a probationary employment
period.

As noted above, for purposes of section 274 (as modified by the
Act), an employee award that is excludable under section 132(eX1)
is disregarded in applying the rules regarding how frequently an
individual may receive an excludable length of service award, or
how many employees of an employer may receive an excludable
safety achievement award in the same taxable year. Under appro-
priate circumstances, however, the fact that an employer makes a
practice of giving its employees length of service or safety achieve-
ment awards that qualify under section 74 and 274 may affect the
question of whether other items given to such employees (particu-
larly if given by reason of length of service or safety achievement)
qualify as de minimis fringe benefits under section 132(e)(1).
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The question of whether it is unreasonable or administratively
impracticable (within the meaning of sec. 132(eX1)) to account for
an item may be affected by the existence of a program whereby the
taxpayer regularly accounts for other like items and complies with
the statutory reporting requirements. Moreover, in some cases the
fact that a particular employee receives items having the maxi-
mum fair market value consistent, respectively, with the employee
achievement award and the de minimis fringe benefit exclusions
may suggest that the employer’s practice is not de minimis. This is
particularly so when employee awards and other items, purported-
ly within the scope of section 132(e)1), are provided to the same in-
dividual in the same year.

The Congress intended that the exclusion under section 132(e}1)
for a de minimis fringe benefit is to apply, under appropriate cir-
cumstances, -to traditional retirement gifts presented to an employ-
ee on his or her retirement after completing lengthy service, even
if the section 74(c) exclusion for length of service awards does not
apply because the employee received such an award within the
prior four years. In considering whether an item presented upon
retirement so qualifies, the duration of the employee’s tenure with
the employer generally has relevance. For example, in the case of
an employee who has worked for an employer for 25 years, a retire-
ment gift of a gold watch may qualify for exclusion as a de minimis
fringe benefit even thou§h gold watches given throughout the
period of employment would not so qualify for that exclusion.

Effective Date

The ftprovlslons relating to the tax treatment of prizes and awards
111556e ective for prizes and awards granted after December 31,

Revenue Effect

The provisions relating to the tax treatment of prizes and awards
are estimated to decrease fiscal year budget receipts by $21 million
in 1987, $59 million in 1988, $63 mﬂhon in 1989, $66 million in
1990, and $69 million in 1991.

3. Scholarships and fellowshlps (sec. 123 of the Act and sec. 117 of
the Code) 19

Prior Law
In general

Prior law generally provided an unllmlted exclusion from gross
income for (1) amounts received by a degree candidate as a scholar-
ship at an educational institution (described in sec. 170(b)(1XAXii)),
or as a fellowship grant, and (2) incidental amounts received by
such individual and spent for travel, research, clerical help, or
equipment (sec. 117). The term scholarshlp meant an amount paid
or allowed to, or for the benefit of, a student to aid in pursuing

19 For | tive background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 123; HRep 99-426, pp. 99-103; and H.Rep.
99-841, Vol. II (September 18, 1986), pp. 14-17 (Conference Report
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studies; similarly, a fellowship grant was defined as an’ amount
paid or allowed to, or for the benefit of, an individual to aid in- ‘pur-
suing studies or research (Treas. Reg. sec. 1.117-3).

In the case of an individual who was not a candidate for a
degree, the prior-law exclusion was available only if the grantor of
the scholarship or fellowship was an educational institution or
other tax-exempt organization described in section 501(cX3), a for-
eign government, certain international organizations, or a Federal,
State, or local government agency. The prior-law exclusion for a
nondegree candidate in any one year could not exceed $300 times
the number of months in ti:e year for which the recipient received
scholarship or fellowship grant amounts, and no further exclusion
was allowed after the nondegree candidate had claimed exclusions
for a total of 36 months (i.e., a maximum lifetime exclusion of
$10,800). However, this dollar limitation did not apply to that por-
tion of the scholarship or fellowship received by the nondegree can-
didate for travel, research, clerical help, or equipment.

Under prior and present law, an educational institution is de-
scribed in section 170(b)(AXAXii) if it normally maintains a regular
faculty and curriculum and normally has a regularly enrolled body
of pupils or students in attendance at the place where its educa-
tional activities are regularly carried on. This definition encom-
passes primary and secondary schools, colleges and universities,
and technical schools, mechanical schools, and similar institutions,
but does not include noneducational institutions, on-the-job train-
ing, correspondence schools, and so forth (Treas. Reg. secs. 1.117-
3(b); 1.151-3(c)). Under prior law, the term candidate for a degree
was defined as (1) an undergraduate or graduate student at a col-
lege or university who was pursuing studies or conducting research
to meet the requirements for an academic or professional degree
and (2) a student who received a scholarship for study at a second-
g{y))school or other educational institution (Treas. Reg. sec. 1.117-

e)).

Payments for services

Under prior and present law, amounts paid to an individual to
enable him or her to pursue studies or research are not excludable
from income if they represent compensation for past, present, or
future services, or if the studies or research are primarily for the
benefit of the grantor or are under the direction or supervision of
the grantor (Treas. Reg. sec. 1.117-4(c)). These regulations have
been upheld by the U.S. Supreme Court, which described excluda-
ble grants as “relatively dlslnterested ‘no-strings’ educational
grants, with no requirement of any substantial quid pro quo from
the recipients” (Bingler v. Johnson, 394 U.S. 741 (1969)).

In the case of degree candidates, prior law also specifically pro-
vided that the exclusion did not apply to any portion of an other-
wise qualifying scholarship or fellowship grant that represented
payment for teaching, research, or other services in the nature of
part-time employment requ1red as a condition of receiving the
scholarship or fellowship grant (prior-law sec. 117(bX1)). However,
an exception under prior law provided that such services would not
be treated as employment for this purpose if all degree candidates
had to perform such services; in that case, the recipient could ex-
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clude the portion of the scholarship or fellowship grant represent-
ing compensation for such services.

Under another prior-law exception, amounts received by an indi-
vidual as a grant under a Federal program that would be exclud-
able from gross income as a scholarship or fellowship grant, but for
the fact that the recipient must perform future services as a Feder-
al employee, were not includible in gross income if the individual
established that the amount was used for qualified tuition and re-
lated expenses (prior-law sec. 117(c)).

Tuition reduction plans

Section 117(d) provides that a reduction in tuition provided to an
employee of an educational institution is excluded from gross
income if (1) the tuition is for education below the graduate level
provided by the employer or by another educational institution; (2) °
the education is provided to a current or retired employee, a spouse
or dependent child of either, or to a widow(er) or dependent chil-
dren of a deceased employee; and (3) certain nondiscrimination re-
quirements are met. P.L. 98-611 provided that, for taxable years be-
ginning after December 31, 1983 and ending on or before December
31, 1985, the section 117(d) exclusion also applied to qualified tui-
tion reduction for graduate-level education provided by an educa-
tional institution to a graduate student who was employed by that
institution in teaching or research activities (Code sec. 127(cX8)).

Reasons for Change

By extending the exclusion for scholarships or fellowship grants
to cover amounts used by degree candidates for regular living ex:
penses (such as meals and lodging), prior law provided a tax benefit
not directly related to educational activities. By contrast, students
who are not scholarship recipients must pay for such expenses out
of after-tax dollars, just as individuals who are not students must
pay for their food and housing costs out of wages or other earnings
that are includible in income. The Congress concluded that the ex-
clusion for scholarships should be targeted specifically for the pur-
pose of educational benefits, and should not encompass other items
that would otherwise constitute nondeductible personal expenses.
The Congress also determined that, in the case of grants to nonde-
gree candidates for travel, research, etc., that would be deductible
as ordinary and necessary business expenses, an exclusion for such
expenses is not needed, and that an exclusion is not appropriate if
the expenses would not be deductible.

In addition, under the Act, the Congress has increased the tax
threshold, i.e., the income level at which individuals become sub-
ject to tax. Thus, the receipt of a nonexcludable scholarship
amount by a student without other significant income will not
result in tax liability so long as the individual’s total income does
not exceed the personal exemption (if available) and either the in-
creased standard deduction under the Act or the taxpayer’s item-
ized deductions. Under the Act, any nonexcludable amount of a
scholarship or fellowship grant is treated as earned income, so that
such amount can be offset by the recipient’s standard deduction
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even if the recipient can be claimed as a dependent on his or her
parents’ return.

Under prior law, controversies arose between taxpayers and the
Internal Revenue Service over whether a particular stipend made
in an educational setting constituted a scholarship or compensation
for services. In particular, numerous court cases have involved resi-
dent physicians and graduate teaching fellows who have sought—
often notwithstanding substantial case authority to the ‘contrary—
to exclude from income payments received for caring for hospital-
ized patients, for teaching undergraduate college students, or for
doing research which inures to the benefit of the grantor.2? The
limitation on the section 117 exclusion made by the Act, and the
repeal of the special rule relating to degree candidates who must
perform services as a condition of receiving a degree, should lessen
these problems of complexity, uncertainty of tax treatment, and
controversy.

The Congress concluded that the section 117 exclusion should not
apply to amounts representing payment for teaching, research, or
other services by a student, whether or not required as a condition
for receiving a scholarship or tuition reduction, and that this result
should apply whether the compensation takes the form of cash,
which the student can use to pay tuition, or of a tuition reduction,
pursuant to which there is no exchange of cash for payment of tui-
tion. Thus, where cash stipends received by a student who performs
services would not be excludable under the Act as a scholarship
even if the stipend is used to pay tuition, the Congress believed
that the exclusion should not become available merely because the
compensation takes the form of a tuition reduction otherwise quali-
fying under section 117(d). The Congress concluded, consistently
with the overall objectives of the Act, that principles of fairness re-
quire that all compensation should be given the same tax treat-
ment; that is, some individuals (e.g., students who perform teaching
services for universities) should not receive more favorable tax
treatment of their compensation than all other individuals who
earn wages.

The Congress concluded that it was inappropriate under prior
law for recipients of certain Federal grants who were required to
perform future services as Federal employees to obtain special tax
treatment which was not available to recipients of other types of
grants who were required to perform services as a condition .of re-
ceiving the grants. Thus, under the Act, the general exclusion rule
and the limitations apply equally to all grant recipients.

20 Ag the U.S. Tax Court stated in one case: “Interns and residents have been flooding the
courts for years seeking to have their remuneration declared a.‘fellowship grant’ and hence par-
tially excludable from income. They have advanced such illuminating arguments as they could
have earned more elsewhere and they were enjoying a learning experience so therefore what
they did receive must have been a grant. They have been almost universally unsuccessful and
deservedly so. Why the amounts received by a young doctor just out of school should be treated
differently from the amounts received by a young lawyer engineer, or business school graduate
has never been made clear.” (Zonkerman v. Comm’r, 36 T.CM. 6, 9 (1977), aff'd (4th Cir. 1978))
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Explanation of Provisions
In general

Degree candidates.—In the case of a scholarship or fellowship
grant received by a degree candidate, an exclusion under section
117 is available only to the extent the individual establishes that,
in accordance with the conditions of the grant, the grant was used
for (1) tuition and fees required for enrollment or attendance of the
student at an educational institution (within the meaning of sec.
170(b)}1)AXii)), and (2) fees, books, supplies, and equipment re-
quired for courses of instruction at the educational institution
(“course-related expenses”).2! This rule applies to all types of schol-
arship or fellowship grants, whether funded by a governmental
agency, college or university, charitable organization, business, or
other source, and whether designated as a scholarship or by some
other name (e.g., “allowance”).

The exclusion available under the Act for degree candidates is
not limited to a scholarship or fellowship grant that by its express
terms is required to be used for tuition or course-related expenses.
Also, there is no requirement that the student be able to trace the
dollars paid for tuition or course-related expenses to the same dol-
lars that previously had been deposited in his or her checking ac-
count, for example, from a scholarship grant check. Instead, the
amount of an otherwise qualified grant awarded to a degree candi-
date is excludable (after taking into account the amount of any
other grant or grants awarded to the individual that also are eligi-
ble for exclusion) up to the aggregate amount incurred by the can-
didate for tuition and course-related expenses during the period to
which the grant applies; any excess amount of the grant is includ-
ible in income. No amount of a grant is excludable if the terms of
the grant earmark or designate its use for purposes other than tui-
tion or course-related expenses (such as for room or board, or
“meal allowances”) or specify that the grant cannot be used for tui-
tion or course-related expenses, even if the amount of such grant is
less than the amount payable by the student for tuition or course-
related expenses. ,

For purposes of the section 117 exclusion as modified by the Act,
the term candidate for a degree means (1) a student who receives a
scholarship for study at a primary or secondary school, (2) an un-
dergraduate or graduate student at a college or university who is
pursuing studies or conducting research to meet the requirements
for an academic or professional degree, and (3) a student (whether
full-time or part-time) who receives a scholarship for study at an
educational institution (described in sec. 170(bX1)XAXii)) that (1) pro-
‘vides an educational program that is acceptable for full credit
toward a bachelor’s or higher degree, or offers a program of train-

21 Two Code provisions applicable to private foundations contain references to scholarship or
fellowship grants “subject to the provisions of section 117(a)” (secs. 4941(dX2XGXii); 4945(3%1)).
The amendments made by the Act to the section 117 exclusion are not intended to treat scholar-
Shl& or fellowship grants by a private foundation that would not have triggered section 4941 or
4945 excise taxes under prior law as self-dealing acts or taxable e?endnures merely because
such grants exceed the amount excludable by d: candidates under section 117 as amended
by the Act or are made to nondegree candidates (up to the amount excludable under prior law).
A technical amendment may be needed so that the statute reflects this intent.
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ing to prepare students for gainful emplo; J'ment in a recognized oc-
cupation, and (2) is authorized under Federal or State law to pro-
vide such a program and is accredited by a nationally recognlzed
accreditation agency.

Nondegree candidates.—The Act repeals the limited prior-law ex-
clusion under section 117 for grants received by nondegree candi-
dates. Thus, no amount of a scholarship or fellowship grant re-
ceived by an individual who is not a degree candidate is excludable
under section 117, whether or not such amount is used for or is less
than the recipient’s tuition and course-related expenses. This provi-
sion does not affect whether the exclusion under section 127 for
certain educational assistance benefits may apply to employer-pro-
vided educational assistance to nondegree candidates if the require-
ments of that section are met (see sec. 1162 of the Act, extending
the exclusion under Code sec. 127), or whether unreimbursed edu-
cational expenses of some nondegree candidates may be allowable
to itemizers as trade or business expenses if the requirements of
section 162 are met.

Performance of services

The Act repeals. the special rule of prior law under which schol-
arship or fellowship grants received by degree candidates that rep-
resented payment for services nonetheless were deemed excludable
from income provided that all candidates for the particular degree
were reqmred to perform such services. The Act expressly includes
in gross income any portion of amounts received as a scholarship
or fellowship grant that represent payment for teaching, research,
or other services required as a con ition of receiving the grant
(Code sec. 117(c)).

To prevent circumvention of the rule set forth in section 117(c),
that rule is intended to apply not only to cash amounts received,
but also to amounts (representing payment for services) by which
the tuition of the person who performs services is reduced, whether
or not pursuant to a tuition reduction plan described in Code sec-
tion 117(d). The Act therefore explicitly provides that neither the
section 117(a) exclusion nor the section 117(d) exclusion applies to
any portion of the amount received that represents payment for
teaching, research, or other services by the student requlred as a
condition of receiving the scholarship or tuition reduction. - If an
amount representing reasonable compensation (whether paid in
cash or as tuition uctlon) for services performed by an employee
is included in the employee’s gross income and wages, then any ad-
ditional amount of sc f:arshlp award or tuition reduction remains
eligible for the section 117 exclusion as modified by the Act.

As noted, employees who perform required services for which
they include in income reasonable compensation continue to be eli-

gible to exclude amounts of tuition reduction. In addition, section
1162 of the Act extends the availability of the tuition reduction ex-
clusion for certain graduate students an additional two.taxable

ears beyond its previously scheduled expiration for taxable years
ginning after December 31, 1985, as part of the extensmn of Code
section 127 under the Act.

The Act also repeals the special rule under pnor law that per-
mitted the exclusion of certain Federal grants as scholarships or
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fellowship grants, even though the recipient was required to per-
form future services as a Federal employee. Thus, any portion of a
Federal scholarship or fellowship grant that represents payment
for past, present, or future services required to be performed as a
condition of the grant is includible in gross income. As a result,
services performed as a Federal employee are not entitled to more
favorable tax treatment than services performed for other employ-
ers. ‘ :

Treatment of nonexcludable amounts

Under the Act, a child eligible to be claimed as a dependent on
the return of his or her parents may use the standard deduction
only to offset the greater of $500 or earned income (see I.A.3.,
above). Only for purposes of that rule, any amount of a noncompen-
satory scholarship or fellowship grant that is includible in gross
income as a result of the amendments to section 117 made by the
Act (including the repeal of any sec. 117 exclusion for nondegree
candidates) constitutes earned income. 22

Compliance with new rules

Under the Act, the IRS is not required to exercise its authorit;
to require information reporting by grantors of scholarship or fel-
lowship grants to the grant recipients or the IRS, even though
some amounts of such grants may be includible in gross income
. under section 117(a) as amended by the Act. (Of course, any
amount of a grant that constitutes payment for services described
in sec. 117(c) is subject to income tax withholding, employment
taxes, and reporting requirements applicable to other forms of com-
pensation paid by the payor organization.) The Congress anticipat-
ed that the IRS will carefully monitor the extent of compliance by
grant recipients with the new rules and will provide for appropri-
ate information reporting if necessary to accomplish compliance.

Effective Date

The modifications made by the provision are effective for taxable
years beginning on or after January 1, 1987, except that prior law
continues to apply to any scholarship or fellowship granted before
August 17, 1986.23 Under this rule, in the case of a scholarship or
fellowship granted after August 16, 1986 and before January 1,
1987, any amount of such scholarship or fellowship grant that is
received prior to January 1, 1987 and that is attributable to ex-
penditures incurred prior to January 1, 1987 is subject to the provi-

22 Amounts received as payment for teaching or other services also constitute earned income.

23 For this purpose, a scholarship or fellowship is to be treated as tf:nted before A 17,
1986 to the extent that the tor made a firm commitment, in notice of aw
before that date, to provide the recipient with a fixed cash amount or a readily determinable
amount. If the scholarship or fellowship is granted for a period exceeding one academic period
(e.g., if the grant is made for three semesters), amounts received in subsequent academic periods
are to be treated as granted before August 17, 1986 only if (1) the amount awarded for the first
academic period is described in the original notice of award as a fixed cash amount or readily
determinable amount, (2) the. original notice of award contains a firm commitment by the grant-
or to provide the scholarship or fellowship amount for more than one academic period, and (3)
the recipient is not required to reapply to the grantor in order to receive the scholarship or
fellowship grant in future academic periods. A requirement that the recipient must file periodic
financial statements to show continuing financial need does not constitute a requirement to re-
apply for the grant. .
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sions of section 117 as in effect prior to the amendments made by
the Act.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $8 million in 1987, $64 million in 1988, $130 million in 1989,
$160 m11ho_n in 1990, and $164 million in 1991



D. Deductions for Personal Expenditures

1. Disallowance of itemized deduction for State and local sales
taxes (sec. 134 of the Act and sec. 164 of the Code)2*

Prior Law
Itemized deduction

Under prior-law section 164, itemizers could deduct four types of
State and local taxes even if such taxes had not been incurred
either in a trade or business (sec. 162) or in an investment activity
(sec. 212)—individual income taxes, real property taxes, personal
property taxes, and general sales taxes.

Not all sales taxes imposed by State or local governments were
deductible by itemizers under prior law. To be deductible, the sales
tax had to be imposed on sales (either of property or of services) at
the retail level.2% In addition, to be deductible the sales tax gener-
ally had to apply at one rate to a broad range of items. However,
deductions were allowed for (1) sales taxes imposed at a lower rate
on food, clothing, medical supplies, and motor vehicles, and (2)
sales taxes imposed at a higher rate on motor vehicles, but only up
to the amount computed using the generally applicable sales tax
rate.

As an exception to the general tax principle that a taxpayer has
the burden of providing its entitlement to a deduction,2?® itemizers
were permitted to claim deductions for sales tax amounts derived
from IRS-published tables. These tables contained State-by-State es-
timates of sales tax liability for individuals at different income
levels (calculated by including nontaxable receipts as well as ad-
justed gross income), taking into account the number of individuals
in the taxpayer’s household.2? Also, taxpayers generally could add

to the table amount the actual State and local sales taxes paid on
- purchases of a boat, airplane, motor vehicle, and certain other
large items.

24 For legislative background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 135; S.Rep. 99-313, pp. 55-57; Senate floor amendment,
132 Cong. Rec. S 7893-98 (June 19, 1986); and H.Rep. 99-841, Vol. II (September 18, 1986), p. 20
(Conference Report).

28 This test could be satisfied in the case of a compensating use tax, ie., a tax on the use,
consumption, or storage of an item that would have been subject to a general sales tax if sold in
the State or locality imposing the use

26 See. eg Helvering v. Taylor, 293 U. S 507, 514 (1935).

27 Local sales taxes also are imposed in various States. An additional amount for local taxes
was built into the IRS-published tables for some of these jurisdictions. For other States having
local sales taxes, a further computation had to be made after deriving the table amount (e.g.,
itemizers in one State were allowed to increase the table amount by sales taxes imposed on elec-
tricity or gas during certain months of the year).

(46)
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Capitalization rule

Under prior law, section 164(a) provided (in the last sentence of
that subsection) that, in addition to the four types of State, local,
and foreign taxes (enumerated in that section) for which itemized
deductions were allowed, other State, local, and foreign taxes were
deductible if paid or accrued in the taxable year in carrying on a
trade or business or an investment-type activity described in sec-
tion 212. However, a specific provision of the Code (for example,
sec. 189 or sec. 263) might require capitalization of certain other-
wise deductible taxes.

Reasons for Change
Itemized deduction

The Congress concluded that, as part of the approach of the Act
in reducing tax rates through base-broadening, it is appropriate to
disallow the itemized deduction for State and local sales taxes. In
addition, a number of other considerations supported repeal of this
deduction.

Prior law did not permit itemized deductions for various types of
State and local sales taxes, such as selective sales taxes on tele-
phone and other utility services, admissions, and sales of alcoholic
beverages, tobacco, and gasoline. Also, prior law did not allow con-
sumers any deduction to reflect inclusion, in the selling price of a
product, of taxes levied at the wholesale or manufacturer’s level.
Accordingly, the Congress concluded that extending nondeductibi-
lity to all State and local sales taxes improves the consistency of
Federal tax policy, by not providing an income tax benefit for any
type of consumption subject to sales taxes. Further, to the extent
that sales taxes are costs of purchasing consumer products or other
items representing voluntary purchases, allowing the deduction
was unfair because it favored taxpayers with particular consump-
tion patterns, and was inconsistent with the general rule that costs
of personal consumption by individuals are nondeductible.

The Congress did not find persuasive evidence for arguments
that eliminating the sales tax deduction could provide unwarranted
encouragement for States to shift away from these taxes and could
be unfair to States that retain them. On the contrary, it is signifi-
cant how small a portion of general sales taxes paid by individuals
actually were claimed as itemized deductions. Data from 1984 show
that less than one-quarter of all such sales taxes levied were
claimed as itemized deductions; by contrast, well over one-half of
State and local income taxes paid by individuals are claimed as
itemized deductions. The Congress believed that the fact that the
large majority of sales tax payments were not claimed as itemized
deductions under prior law alleviates any effect of repealing the de-
duction on the regional distribution of Federal income tax burdens
or on the willingness of State and local governments to use general
sales taxes as revenue sources.

For itemizers who did not rely on the IRS-published tables to es-
timate their deductible sales taxes, the prior-law deduction for
sales taxes involved substantial recordkeeping and computational
burdens, since the taxpayer had to determine which sales taxes

72-236 0 - 87 - 3
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were deductible, keep receipts or invoices showing the exact tax
paid on each purchase, and calculate the total of all deductible
sales taxes paid. Also, allowing State and local sales taxes to be de-
ducted had created legal controversies between taxpayers and the
IRS regarding what was a general, as opposed to a specific, sales
tax. Thus, repealing the deduction advanced the goal of simplifying
the tax system for individuals. '

For itemizers who did rely on the IRS tables, the amount of de-
ductions that could be claimed under prior law without challenge
from the IRS could vary significantly in particular instances from
the amount of general sales taxes actually paid to State and local
governments. The tables did not provide accurate estimates for in-
dividuals who had either lower or higher levels of consumption
than the average, and did not reflect the fact that an individual
might purchase items in several States having different general
sales tax rates. Accordingly, use of the tables neither accurately
measured the amount of disposable income an individual retained
after paying general sales taxes, nor accurately provided an appro-
priate Federal tax benefit to residents of States that impose gener-
al sales taxes.

Capitalization rules

The Congress concluded that the tax treatment of sales and
other taxes incurred in a business or investment activity (but not
expressly enumerated as deductible under sec. 164) should be con-
sistent with the tax treatment of other costs of capital assets. Thus,
for example, the amount of sales tax paid by a business on acquisi-
tion of depreciable Eroperty for use in the business is treated under
the Act as part of the cost of the acquired property for depreciation
purposes. :

Explanation of Provisions
Itemized deduction

The Act repeals the prior-law itemized deduction for State and
local sales taxes under section 164.

Capitalization rule

The Act adds a limitation to the effect of the provision (under
prior law, set forth as the last sentence of sec. 164(a)) with respect
to deductibility of State and local, or foreign, taxes incurred in a
trade or business or in a section 212 activity. This new limitation
does not affect deductibility of the six types of taxes listed in the
first sentence of section 164(a): (1) State and local, and foreign, real
pr?iperty taxes; (2) State and local personal property taxes; (8) State
and local, and foreign, income, war profits, and excess profits taxes;
(4) the windfall profit tax (sec. 4986); (5) the environmental tax (sec.
59A); and (6) the generation-skipping transfer tax imposed on
income distributions. (The deductibility or capitalization of these
enumerated categories of taxes may be modified by provisions in
Title VIII of the Act.)

Under the Act, if a State, local, or foreign tax (other than one of
the enumerated categories) paid or accrued in carrying on a trade
or business or a section 212 activity is paid or accrued by the tax-
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payer in connection with the acquisition or disposition of property,
the tax shall be treated, respectively, as a part of the cost of the
acquired property or as a reduction in the amount realized on the
disposition. This limitation does not apply to such a tax if not in-
curred by a taxpayer in connection with the acquisition or disposi-
tion of property; e.g., sales taxes on restaurant meals that are paid
by the taxpayer as. part.of a deductible business meal are deducti-
E}; (51)1bject to the business meal reduction rule described in 1LE.,
ow).

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provisions are estimated to increase fiscal g'ear budget re-
ceipts by $968 million in 1987, $5,197 million in 1988, $4,708 million
in 1989, $4,907 million in 1990, and $5,131 million in 1991.

2. Increased floor for itemized deduction for medical expenses
(sec. 133 of the Act and sec. 213 of the Code)28

Prior Law

In general

Individuals who itemize deductions may deduct amounts paid
during the taxable year (if not reimbursed by insurance or other-
wise) for medical care of the taxpayer and of the taxpayer’s spouse

"and dependents, to the extent that the total of such expenses ex-
ceeds a floor (sec. 213). Under prior law, the floor was five percent
of the taxpayer’s adjusted gross income.

Medical care expenses eligible for the deduction are amounts
paid by the taxpayer for (1) health insurance (including employee
contributions to employer health plans); (2) diagnosis, cure, mitiga-
tion, treatment, or prevention of disease or for the purpose of af-
fecting any structure or function of the body; (3) transportation pri-
marily for and essential to medical care; and (4) lodging while away
from home primarily for and essential to medical care, subject to
certain limitations. The cost of medicine or a drug qualifies as a
medical care expense only if it is a prescription drug or is insulin.

Capital expenditures

Treasury regulations provide that the total cost of an unreim-
bursed capital expenditure may be deductible in the year of acqui-
sition as a medical expense if its primary purpose is the medical
care of the taxpayer, the taxpayer’s spouse, or the taxpayer’s de-
pendent (Reg. sec. 1.213-1(e)(1)(iii)). Qualified capital expenditures
may include eyeglasses or contact lenses, hearing aids, motorized
chairs, crutches, and artificial teeth and limbs. The cost of a mova-

28 For 1 ive background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee oneﬂﬂance on May 29, 1986, sec. 134; S.Rep. 99-313, QP 57-60; Senate floor amendment,
132 Cong. Rec. S 7665-73 (June 17, 1986) and HRep 99-841, Vol. H(September 18, 1986), pp. 21-
22 (Conference Report).
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ble air conditioner may qualify if purchased for the use of a sick
person,

In addition, the regulations provide that the cost of a permanent
improvement to property that ordinarily would not have a medical
purpose (such as central air conditioning or an elevator) may be de-
ductible as a medical expense if the expenditure is directly related
to prescribed medical care, but only for any portion of the cost that
exceeds the increased value of the property attributable to the im-
provement. Related operating and maintenance costs also may be
deducted provided that the medical reason for the capital expendi-
ture continues to exist.

Under these rules, the Internal Revenue Service has treated as
medical expenses the cost of hand controls and other special equip-
ment installed in a car to permit its use by a physically handi-
capped individual, including a mechanical device to lift the individ-
ual into the car (Rev. Rul. 66-80, 1966-1 C.B. 57). Also, the IRS has
ruled that the additional costs of designing an automobile to ac-
commodate wheelchair passengers constitute medical expenses, in-
cluding the costs of adding ramps for entry and exit, rear doors
that open wide, floor locks to hold the wheelchairs in place, and a
raised roof giving the required headroom (Rev. Rul. 70-606, 1970-2
C.B. 66). Similarly, specialized equipment used with a telephone by
an individual with a hearing disability has been held deductible as
a medical expense, since the equipment was acquired primarily to
llngzigaté% )the taxpayer’s condition of deafness (Rev. Rul. 71-48, 1971-

The IRS also has ruled that capital expenditures to accommodate
a residence to a handicapped individual may be deductible as medi-
cal expenses (Rev. Rul. 70-395, 1970-2 C.B. 65). In that ruling, the
taxpayer was handicapped with arthritis and a severe heart condi-
tion; as a result, he could not climb stairs or get into or out of a
bathtub. On the advice of his doctor, he had bathroom plumbing
fixtures, including a shower stall, installed on the first floor of a
two-story house he rented. The lessor (an unrelated party) did not
assume any of the costs of acquiring or installing the special
plumbing fixtures and did not reduce the rent; the entire costs
were paid by the taxpayer. The IRS concluded that the primary
purpose of the acquisition and installment of the plumbing fixtures
was for medical care, and hence that such expenses were deducti-
ble as medical expenses.

Reasons for Change
Floor under deduction

The Congress concluded that, as part of the approach of the Act
in reducing tax rates through base-broadening, it was appropriate
to increase the floor under the itemized deduction for medical ex-
penses. A floor under this deduction has long been imposed in rec-
ognition that medical expenses essentially are personal expenses
and thus, like food, clothing, and other expenditures of living and
other consumption expenditures, generally should not be deductible
in measuring taxable income.

In raising the deduction floor to 7.5 percent of the taxpayer’s ad-
justed gross income, the Act retains the benefit of deductibility
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where an individual incurs extraordinary medical expenses—for
example, as a result of major surgery, severe chronic disease, or
catastrophic illness—that are not reimbursed through health insur-
ance or Medicare. Thus, the Act continues deductibility if the unre-
imbursed expenses for a year are so great that they absorb a sub-
stantial portion of the taxpayer’s income and hence substantially
affect the taxpayer’s ability to pay taxes. The Congress also be-
lieved that the higher floor, by reducing the number of returns
claiming the deduction, will alleviate complexity associated with
the deduction, including substantiation and audit verification prob-
lems and numerous definitional issues.

Capital expenditures

The Congress also concluded that it is desirable to clarify that
certain capital expenditures incurred to accommodate a personal
residence to the needs of a handicapped taxpayer, such as construc-
tion of entrance ramps or widening of doorways to allow use of
wheelchairs, qualify as medical expenses eligible for the deduction.
The Congress believed that this clarification was consistent with
Federal policies that seek to enable handicapped individuals to live
independently and productively in their homes and communities,
thereby avoiding unnecessary institutionalization.

Explanation of Provision

Floor under deduction

The Act increases the floor under the itemized medical expense
deduction from five to 7.5 percent of the taxpayer’s adjusted gross
income.

Capital expenditures

The Congress clarified that capital expenditures eligible for the
medical expense deduction include certain expenses of removing
structural barriers in the taxpayer’s personal residence for the pur-
pose of accommodating a physical handicap of the taxpayer (or the
taxpayer’s spouse or dependent). These costs are expenses paid by
the taxpayer during the year, if not compensated for by insurance
or otherwise, for (1) constructing entrance or exit ramps to the resi-
dence; (2) widening doorways at entrances or exits to the residence;
(3 widening or otherwise modifying hallways and interior door-
ways to accommodate wheelchairs; (4) installing railings, support
bars, or other modifications to bathrooms to accommodate handi-
capped individuals; (5) lowering of or other modifications to kitchen
cabinets and equipment to accommodate access by handicapped in-
dividuals; and (6) adjustment of electrical outlets and fixtures. (The
enumeration of these specific types of expenditures is not intended
to preclude the Treasury Department from identifying in regula-
tions or rulings similar expenditures for accommodating personal
residences for physically handicapped individuals that would be eli-
gible for deductibility as medical expenses.)

The Congress believed that the six categories of expenditures
listed above do not add to the fair market value of a personal resi-
dence and hence intended that such expenditures are to count in
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full as eligible for the medical expense deduction in the year paid
by the taxpayer.

Effective Date

The provision (increasing the deduction floor) is effective for tax-
able years beginning after December 31, 1986.

Revenue Effect

Thé provision is estimated to increase fiscal year budget receipts
by $186 million in 1987, $1,223 million in 1988, $1,141 million in
1989, $1,276 million in 1990, and $1,427 million in 1991.

3. Repeal of deduction for certain adoption expenses (sec. 135 of
the Act and sec. 222 of the Code) 2°

Prior Law

Prior law (sec. 222) provided an itemized deduction for up to
$1,500 of expenses incurred by an individual in the legal adoption
of a child with special needs. (This deduction became effective in
1981.) Deductible expenses included reasonable and necessary adop-
tion fees, court costs, and attorney fees.

A child with special needs meant a child with respect to whom
adoption assistance payments could be made under section 473 of
the Social Security Act. In general, this meant a child who (1) the
State had determined cannot or should not be returned to the
home of the natural parents, and (2) could not reasonably be ex-
pected to be adopted unless adoption assistance was provided, on
account of a specific factor or condition (such as ethnic background,
age, membership in a minority or sibling group, medical condition,
or physical, mental, or emotional handicap).

Reasons for Change

The Congress believed that Federal benefits for families adopting
children with special needs more appropriately should be provided
through an expenditure program, rather than through an itemized
deduction. The deduction provided relatively greater benefits to
higher-income taxpayers, who presumably have relatively less need
for Federal assistance, and no benefits to nonitemizers or to indi-
viduals whose income is so low that they had no tax liability. Also,
the Congress believed that the agencies with responsibility and ex-
pertise in this area should have direct budgetary control over the
assigstance provided to families who adopt children with special
needs.

Explanation of Provision

The Act repeals the prior-law itemized deduction for certain
adoption expenses. Also, section 1711 of the Act amends the adop-
tion assistance program in Title IV-E of the Social Security Act to

29 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 134; H. Rep. 99-426, p. 113; and H. Rep. 99-
841, Vol. II (September 18, 1986), pp. 22-23 (Conference Report).
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provide matching funds as an administrative expense for adoption
expenses for any child with special needs who has been placed for
adoption in accordance with applicable State and local law (see ex-
planation in Part XVIL.D.5., below).

Effective Date

The provision repealing the prior-law itemized adoption expense
deduction is effective for taxable years beginning on or after Janu-
ary 1, 1987.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by 1$918 S;ngi{lion in 1987, $5 million in 1988, and $6 million annually
in -91.

4, Deductibility of mortgage interest and taxes allocable to tax-
free allowances for ministers and military personnel (sec. 144 of
the Act and sec. 265(a) of the Code) 3°

Prior Law

Code section 265(a) disallows deductions for expenses allocable to
tax-exempt income, such as expenses incurred in earning income
on tax-exempt investments. In addition, that provision has been ap-
plied in certain cases where the use of tax-exempt income is suffi-
ciently related to the generation of a deduction to warrant disal-
lowance of that deduction.

Section 107 provides that gross income does not include (1) the
rental value of a home furnished to a minister as part of compensa-
tion, or (2) the rental allowance paid to a minister as part of com-
pensation, to the extent the allowance is used to rent or provide a
home. In January 1983, the Internal Revenue Service ruled that
prior-law section 265 precluded a minister from taking deductions
for mortgage interest and real estate taxes on a residence to the
extent that such expenditures are allocable to a tax-free housing
allowance received by the minister (Rev. Rul. 83-3, 1983-1 C.B. 72).
This ruling revoked a 1962 ruling which had taken a contrary posi-
tion. In its 1983 ruling, the IRS stated that where a taxpayer
incurs expenses for purposes for which tax-exempt income was re-
ceived, permitting a full deduction for such expenses would lead to
a double benefit not allowed under section 265 as interpreted by
the courts. '

The 1983 ruling generally was made applicable beginning July 1,
1983. However, for a minister who owned and occupied a home
before January 3, 1983 (or had a contract to purchase a home
before that date), the deduction disallowance rule was delayed by
the IRS until January 1, 1985, with respect to such home (IRS Ann.
83-100). This transitional rule effective date was extended through
1985 by section 1052 of the Deficit Reduction Act of 1984 (P.L. 98-

30 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 144; HReg 99-426, pp. 135-36; H.R. 3838,
as reported by the Senate Committee on Finance on May 29, 1986, sec. 144; é).Rep. 99-313, pp. 60-
61; and H.Rep. 99-841, Vol. II (September 18, 1986), p. 23 (Conference Report).
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369) and through 1986 by administrative action of the IRS (Rev.
Rul. 85-96, 1985-29 L.R.B. 7).

In July 1985, the IRS announced that it had not “concluded its
consideration of the question of whether members of the uniformed
services are entitled, under current law, to take deductions on their
income tax returns for home mortgage interest and property taxes
to the extent they receive tax-free housing allowances from the
Federal Government” (IRS Ann. 85-104). The IRS also stated that
“any determination on the issue that would adversely affect mem-
bers of the uniformed services will not be applied to home mort-
gage interest and property taxes paid before 1987.

For purposes of this rule, the IRS stated, the uniformed services
include all branches of the armed forces, the National Oceanic and
Atmospheric Administration, and the Public Health Service. Eligi-
ble members of such services, the IRS announcement stated, are
entitled to receive tax-free housing and subsistence allowances if
they do not reside on a Federal base (see Treas. Reg. sec. 1.61-2(b)).

Reasons for Change

The Congress concluded that it was appropriate to continue the
long-standing tax treatment with respect to deductions for mort-
gage interest and real property taxes claimed by ministers and
military personnel who receive tax-free housing allowances. In de-
termining the level of regular military compensation, the Federal
Government has assumed that such treatment would be continued.

Explanation of Provision

Under the Act, Code section 265 shall not disallow otherwise al-
lowable deductions for interest paid on a mortgage on, or real prop-
erty taxes paid on, the home of the taxpayer in the case of (1) a
minister, on account of a parsonage allowance that is excludable
from gross income under section 107, or (2) a member of a military
service, on account of a subsistence, quarters, or other military
housing allowance under Federal law (Code sec. 265(a)6)). The term
military service means the Army, Navy, Air Force, Marine Corps,
Coast Guard, National Oceanic and Atmospheric Administration,
and Public Health Service.

Effective Date

The provision applies for taxable years beginning before, on, or
after December 31, 1986. The Act does not allow taxpayers to
reopen any taxable years closed by the statute of limitations to
claim refunds based on the provision.

Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by less than $5 million annually.



E. Expenses for Business or Investment

1. Limitations on deductions for meals, travel, and entertainment
(sec. 142 of the Act and secs. 162, 170 212, and 274 of the
Code)3?

Prior Law

Overview

In general, deductions are allowable for ordinary and necessary
expenditures paid or incurred in carrying on a trade or business or
for the production or collection of income (Code secs. 162, 212).
Travel expenses incurred while away from home in the pursuit of a
trade or business, including amounts expended for meals and lodg-
ing (other than amounts that are lavish or extravagant under the
circumstances), generally qualify for the deduction (sec. 162(a)2)).32

The taxpayer bears the burden of proving both the eligibility of
an expenditure as a deduction and also the amount of any such eli-
gible expenditure.3® In addition, certain limitations and special
substantiation requirements apply to travel and entertainment de-
ductions (sec. 274). Taxpayers are subject to penalties if any part of
an underpayment of tax (e.g., because of improperly claimed deduc-
tions) is due to negligence or intentional disregard of rules or regu-
lations (sec. 6653(a)) or due to fraud (sec. 6653(b)).

No deduction is allowed for personal, family, or living expenses
(sec. 262). For example, the costs of commuting to and from work
are nondeductible personal expenses.3* However, a special deduc-
tion is allowed for a limited amount of moving expenses (including
certain travel and meal expenses) incurred by a taxpayer in con-
nection with changing job locations or starting a new job, if certain
requirements are met (sec. 217).

The Code provides that no deduction is allowed for a payment
that is illegal under any Federal law or State law (but only if such
State law is generally enforced) that subjects the payor to a crimi-
nal penalty or the loss of a license or privilege to engage in a trade
or business. For example, if paying more than the face value for a
ticket (“scalping”) is illegal under an enforced State law, this rule
disallows any otherwise available deduction of such payments as
business entertainment expenses.

31 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 142; H. Rep. 99-426, p. 115-130; H.R. 3838,
as reported by the Senate Committee on Finance on May 29,19 6 BEC. 14 S.Rep. 99-313 PP- 62
85 and H.Rep. 99-841, Vol. II (September 18, 1986), Jap 24-32 (Conference Report)

ISee Part E.2, below, for rules relating- to the eductibility of business expenses incurred by
employees:

33 , e.g., Intemtate Transit Lines v. Comm’r, 319 U.S. 590, 593 (1943); Comm’r v. Heininger,
320 U.S.'467 19

34 Fausner v. Comm’r, 413 U.S. 838 (1973).
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Entertainment activities

In general

In general, expenditures relating to activities generally consid-
ered to constitute entertainment, amusement, or recreation are de-
ductible only if the taxpayer establishes that (1) the item was di-
rectly related to the active conduct of the taxpayer’s business or
(2), in the case of an item directly preceding or following a substan-
tial and bona fide business discussion, the item was associated with
the active conduct of the taxpayer’s business (sec. 274(a)). The ‘‘di-
rectly related” and “associated with’ requirements are intended to
require a more proximate relation between the entertainment ex-
pense and the taxpayer’s business than would be required under
the “ordinary and necessary”’ requirement applicable to all busi-
ness expenses (including business entertainment expenses).

These special requirements apply (subject, under prior law, to
ten statutory exceptions discussed in greater detail beﬁ>w) to enter-
tainment expenses such as expenses incurred at nightclubs, cock-
tail lounges, theaters, country clubs, golf and athletic clubs, and
sporting events, and on hunting, fishing, or vacation trips or
yachts, as well as to expenses of food or beverages, lodging not used
for business purposes, or the personal use of employer-provided
automobiles. If either statutory requirement is met or an exception
applies, entertainment expenses of the taxpayer as well as enter-
tainment expenses of the taxpayer’s business guests (such as
present or potential customers or clients, legal or business advisors,
suppliers, etc.) are deductible, assuming all generally applicable re-
quirements for business deductions are satisfied.

“Directly related’ requirement

The Treasury regulations under section 274 Provide several alter-
native tests for satisfying the “directly related” requirement. These
tests generally are designed to require the taxpayer to show a clear
business purpose for the expenditure and a reasonable expectation
of business benefits to be derived from the expenditure. For exam-
ple, under the “active business discussion” test, the taxpayer must
have actively engaged in a business meeting during the entertain-
ment period for the purpose of business benefit and must have had
more than a general expectation of deriving some income or other
business benefit (other than merely goodwill) at some indefinite
future time.

The regulations presume that the “active business discussion”
test is not met if the entertainment occurred under circumstances
where there was little or no possibility of engaging in business. For
example, the test is presumed not to have been met if there were
substantial distractions, e.g., because the entertainment took place
at a nightclub or a cocktail party, or if the taxpayer met with a
g;gugl at a vacation resort that included nonbusiness-related indi-
viduals.

Even if the “active business discussion” test is not met, enter-
tainment expenses are deemed “directly related” to business and
hence satisfy the special section 274 limitation if incurred in a
“clear business setting” directly in furtherance of the taxpayer’s
business. For example, the ‘“clear business setting” test is met for
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expenses of entertainment taking place in a hospitality room at a
convention, where business goodwill may be génerated through the
display of business products, or if civic leaders are entertained at
the opening of a new hotel or theatrical production, provided that
the clear purpose is to obtain business publicity. However, because
of distracting eircumstances, entertainment is presumed not to
have occurred in a clear business setting in the case of a meeting
or discussion taking place at a nightclub, theater, or sportmg
event, or during a cocktail party.

“Associated with” requirement

The second category of deductible entertainment expenditures
under the regulations are expenses associated with the taxpayer’s
business that are incurred directly preceding or following a sub-
stantial and bona fide business discussion. This requirement gener-
ally permits the deduction of entertainment costs intended to en-
courage goodwill, provided that the taxpayer establishes a clear
business purpose for the expenditure, assuming all generally appli-
cable requirements for business deductions are satisfied.

The “associated with” requirement has not been viewed as re-
quiring that business actually be transacted or discussed during
the entertainment, that the discussion and entertainment take
place on the same day, that the discussion last for any specified
period, or that more time be devoted to business than to entertain-
ment. Thus, if a taxpayer conducts negotiations with a group of
business associates and that evening entertains them and their
spouses at a restaurant, theater, concert, or sporting event, the en-
tertainment expenses generally are considered deductible as “asso-
ciated with” the active conduct of the taxpayer’s business, even
though the purpose of the entertainment is merely to promote
goodwill. Entertainment taking place between business sessions or
during evening hours at a convention is treated under the regula-
tions as directly preceding or following a business discussion.

Entertainment facilities

The section 274 rules were amended by the Revenue Act of 1978
to disallow any deduction (or the investment tax credit) for the cost
of entertainment facilities, subject to certain specific statutory ex-
ceptions. This general disallowance rule applies to property such as
“skyboxes” in sports arenas, tennis courts, bowling alleys, yachts,
swimming pools, hunting lodges, fishing camps, and vacation re-
sorts.

Dues or fees paid to a social, athletic, or sporting club are deduct-
ible provided that more than half the taxpayer’s use of the club is
in furtherance of the taxpayer’s trade or business and the item was
directly related to the active conduct of such trade or business (sec.
274(aX2)). The expenses of box seats and season tickets to theaters
and sporting events have not been disallowed as expenses related
to entertainment facilities. Instead, such costs were deductible
under prior law if they met the requirements applied to entertain-
ment activities and the general requirements for deducting busi-
ness expenses.
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Exceptions for certain entertainment activities

In general

Prior law included ten statutory exceptions to the general section
274 rules that an entertainment, recreation, or amusement activity
expenditure must satisfy either the “directly related” or “associat-
ed with” requirement, and that entertainment facility costs are not
deductible. If an exception applied, the entertainment expenditure

-was deductible if it constituted an ordinary and necessary business
expense and if any applicable section 274(d) substantiation require-
ments were satisfied.

The prior-law exceptions were for (1) business meals (discussed
below), (2) food and beverages furnished to employees on the tax-
payer’s business premises, (3) entertainment expenses treated by
the employer and employee as compensation to the employee (and
so reported on the employer’s return and on Form W-2 furnished
to the employee), (4) expenses paid by the taxpayer under a reim-
bursement or other expense allowance arrangement in connection
with the performance of services, (5) expenses for recreational,
social, or similar facilities or activities for the benefit of employees
generally, (6) entertainment expenses directly related to bona fide
meetings of a taxpayer’s employees, stockholders, or directors, (7)
entertainment expenses directly related to and necessary to attend-
ance at a business meeting or convention of a tax-exempt trade as-
sociation, (8) expenditures for entertainment (or a related facility)
made available by the taxpayer to the general public, (9) expenses
for entertainment sold by the taxpayer to the public, and (10) ex-
penses includible in the income of persons who are not employees.

The regulations under section 274 provide that entertainment ex-
penditures are not deductible to the extent they are lavish or ex-
travagant. Under prior law, the Internal Revenue Service indicated
that it would not interpret this provision to disallow deductions
merely because entertainment expenses exceed a fixed dollar
amount, are incurred at expensive restaurants, hotels, nightclubs,
or resorts, or involve firstclass accommodations or services (see
Rev. Rul. 63-144, 1963-2 C.B. 129).

Meals

Under prior law, expenses for food and beverages were deducti-
ble, without regard to the “directly related” or “associated with”
requirement generally applicable to entertainment expenses, if the
meal or drinks took place in an atmosphere conducive to business
discussion. There was no requirement under prior law that busi-
ness actually be discussed before, during, or after the meal.

Travel expenses

Away from home travel

Traveling expenses incurred by the taxpayer while “away from
home” in the conduct of a trade or business (e.g., where the taxpay-
er travels to another city for business reasons and stays there over-
night) generally are deductible if the ordinary and necessary stand-
ard for business deductions is met (sec. 162(a)¥2)). Personal living
expenses such as food and lodging incurred during the trip may be
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deductible under this rule. However, travel deductions for amounts
expended for meals and lodging are not allowable if such amounts
are “lavish and extravagant under the circumstances” (sec.
162(a)(2)). In addition, deductions for any traveling expenses must
be substantiated pursuant to section 274(d).

If, while away from home, a taxpayer engages in both business
and personal activities, traveling expenses to and from such desti-
nation are deductible only if the trip is related primarily to the
taxpayer’s trade or business. If the trip is primarily personal in
nature, the traveling expenses to and from the destination are not
deductible; however, any expenses while at the destination that are
properly allocable to the taxpayer’s trade or business are deducti-
ble. The determination of whether a trip is related primarily to the
taxpayer’s trade or business or is primarily personal in nature de-
pends on the facts and circumstances in each case. An important
factor in determining whether the trip is primarily personal is the
amount of time during the period of the trip that is spent on per--
sonal activities compared to the amount of time spent on activities
directly relating to the taxpayer’s trade or business (Treas. Reg.
sec. 1.162-2(b)).

Deductions for conventions held on cruise ships are limited to
$2,000 per taxpayer per year, and are wholly disallowed unless the
cruise ship is registered in the United States and stops only at
ports of call in this country (including United States possessions)
(sec. 274(b)(2)). Also, special rules apply in the case of travel outside
the United States that lasts for more than one week (sec. 274(c)).

Traveling costs as deductible education expenses

Traveling expenses may be deductible as business expenses if the
travel (1) maintains or improves existing employment skills or is
required by the taxpayer’s employer or by applicable rules or regu-
lations, and (2) is directly related to the taxpayer’s duties in his or
her employment or trade or business. Under prior law, some indi-
viduals claimed deductions for travel expenses on the ground that
the travel itself served educational purposes.

Traveling costs as deductible charitable contributions

A taxpayer may deduct, as charitable donations, unreimbursed
out-of-pocket expenses incurred incident to the rendition of services
provided by the taxpayer to a charitable organization (Treas. Reg.
sec. 1.170A-1(g)). This rule applies to out-of-pocket transportation
expenses, and reasonable expenditures for meals and lodging away
from home, if necessarily incurred in performing donated services.
(No charitable deduction is allowable for the value of the contribut-
ed services.) Under prior law, in some instances taxpayers claimed
charitable deductions for travel expenses where the travel involved
a significant element of personal pleasure, recreation, or vacation.

General substantiation requirements

" As a general rule, deductions for travel, entertainment, and cer-
tain gift expenses are subject to stricter substantiation require-
ments than most other business deductions (sec. 274(d)). These
stricter rules were enacted because the Congress recognized that
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“in many instances deductions are obtained by disguising personal
expenses as business expenses.” 348

Under the section 274 rules, the taxpayer must substantiate by
adequate records, or sufficient evidence corroborating the taxpay-
er’s statement, (1) the amount of the expense or item subject to sec-
tion 274(d); (2) the time and place of the travel, entertainment,
amusement, recreation, or use of the facility or property, or the
date and description of the gift; (3) the business purpose of the ex-
pense or other item; and (4) the business relationship to the taxpay-
er of persons entertained, using the facility or property, or receiv-
ing the gift. These substantiation rules apply to: (1) traveling ex-
penses (including meals and lodging while away from home); (2) ex-
penditures with respect to entertainment, amusement, or recrea-
tion activities or facilities; and (3) business gifts. In addition, the
Tax Reform Act of 1984 (P.L. 98-369) made additional property sub-
ject to the section 274(d) rules, including automobiles used for local
travel; these additional categories of expense became subject to the
section 274(d) substantiation requirements on January 1, 1986.

To meet the adequate records standard, documentary evidence
(such as a receipt or paid bill) is required for any expenditure of
$25 or more (except certain transportation charges). The Congress
has emphasized that no deductions for expenditures subject to sub-
stantiation under section 274(d) are allowable pursuant to the
Cohan approximation rule.34?

Reasons for Change

In general

Since the 1960’s the Congress has sought to address various as-
pects of deductions for meals, entertainment, and travel expenses
that the Congress and the public have viewed as unfairly benefit-
ing those taxpayers who are able to take advantage of the tax ben-
efit of deductibility. In his 1961 Tax Message, President Kennedy
reported that “too many firms and individuals have devised means
of deducting too many personal living expenses as business ex-
penses, thereby charging a large part of their cost to the Federal
Government.” He stated: “This is a matter of national concern, af-
fecting not only our public revenues, our sense of fairness, and our
reslpect for the tax system, but our moral and business practices as
well.”

After careful review during consideration of the Act, the Con-
gress concluded that these concerns were not addressed adequately
by prior law. In general, prior law required some heightened show-
ing of a business purpose for travel and entertainment costs, as
well as stricter substantiation requirements than those applying
generally to all business deductions; this approach is retained
under the Act. However, the prior-law approach failed to address a
basic issue inherent in allowing deductions for many travel and en-
tertainment expenditures—the fact that, even if reported accurate-
ly and having some connection with the taxpayer’s business, such

34a H, Rpt. No. 87-1447, 87th Cong., 2d Sess. (1962), at 19.
34b Spe e.g., H. Rept. 99-67, 99th Cong., 1st Sess. 8-9 (1985) (Conference Report on P.L. 99-44).
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expenditures also convey substantial personal benefits to the recipi-
ents.

The Congress believed that prior law, by not focusing sufficiently
on the personal-consumption element of deductible meal and enter-
tainment expenses, unfairly permitted taxpayers who could ar-
range business settings for personal consumption to receive, in
effect, a Federal tax subsidy for such consumption that was not
available to other taxpayers. The taxpayers who benefit from de-
ductibility tend to have relatively high incomes, and in some cases
the consumption may bear only a loose relationship to business ne-
cessity. For example, when executives have dinner at an expensive
restaurant following business discussions and then deduct the cost
of the meal, the fact that there may be some bona fide business
connection does not alter the imbalance between the treatment of
those persons, who have effectively transferred a portion of the cost
of their meal to the Federal Government, and other individuals,
who cannot deduct the cost of their meals.

The significance of this imbalance is heightened by the fact that
business travel and entertainment often may be more lavish than
comparable activities in a nonbusiness setting. For example, meals
at expensive restaurants and the most desirable tickets at sports
events and the theatre are purchased to a significant degree by
taxpayers who claim business deductions for these expenses.
disparity is highly visible, and has contributed to public percep-
tions that the tax system under prior law was unfair. Polls indicat-
ed that the public identified the full deductibility of normal person-
al expenses such as meals and entertainment tickets to be one of
the most significant elements of disrespect for and dissatisfaction
with the tax system.

In light of these considerations, the Act generally reduces to 80
percent the amount of otherwise allowable deductions for business
meals, including meals while on a business trip away from home,
meals furnished on an employer’s premises to its employees, and
meal expense at a business luncheon club or a convention, and
business entertainment expenses, including sports and theatre tick-
ets and club dues. This reduction rule reflects the fact that all
meals and entertainment inherently involve an element of person-
al living expenses, but still allows an 80-percent deduction where
such expenses also have an identifiable business relationship. The
Act also tightens the requirements for establishing a bona fide
business reason for claiming food and beverage expenses as deduc-
tions. The Act includes specified exceptions to the general percent-
age reduction rule.

In certain respects, more liberal deduction rules were provided
under prior law with respect to business meals than other enter-
tainment expenses, both as to the underlying legal requirements
for deductibility and as to substantiation requirements. The Con-
gress concluded that more uniform deduction rules should apply;
thus, deductions for meals are subject to the same business-connec-
tion requirement as applies for deducting other entertainment ex-
penses.
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Skybox rentals

Taxpayers generally cannot claim deductions or credits for the
cost of entertainment facilities, including private luxury boxes
(“skybozxes’) at sports arenas. However, under prior law a taxpayer
could circumvent this rule by leasing a skybox instead of purchas-
ing it. Accordingly, the Act disallows deductions for all costs of
leasing a skybox if the skybox is leased for more than one event
during a taxable year; this disallowance rule is phased-in for tax-
able years beginning in 1987 and 1988.

Excess ticket costs

Under prior law, some taxpayers claimed entertainment expense
deductions for ticket purchases in an amount that exceeded the
face value of the tickets. For example, a taxpayer may pay an
amount in excess of the face price to a “scalper” or ticket agent.
The Congress concluded that deductions for ticket costs in excess of
the face value amount generally should not be allowed. However,
this limitation does not apply to ticket expenses for sports events
meeting certain requirements under the Act relating to charitable
fundraising.

Luxury water travel

The Congress concluded that prior law could allow excessive de-
ductions for business travel undertaken by luxury water travel
(e.g., by cruise ship). Taxpayers who engage in luxury water travel
ostensibly for business purposes may have chosen this means of
travel for personal enjoyment over other reasonable alternatives
that may better serve business purposes by being faster and less
expensive. Also, the costs of luxury water travel may include ele-
ments of entertainment and meals (not separately charged) that
are not present in other transportation. Accordingly, the Act gener-
ally places per diem dollar limitations on deductions for luxury
water transportation.

Travel as a form of education

The Congress was concerned about deductions claimed under
prior law for travel as a form of education. The Congress concluded
that any business purpose served by traveling for general educa-
tional purposes, in the absence of a specific need such as engaging
in research which can only be performed at a particular facility, is
at most indirect and insubstantial. By contrast, allowing deductions
for travel as a form of education could provide substantial personal
benefits by permitting some individuals in particular professions to
deduct the cost of a vacation, while most individuals must pay for
vacation trips out of after-tax dollars, no matter how educationally
stimulating the travel may be. Accordingly, the Act disallows de-
ductions for travel that can be claimed only on the ground that the
travel itself is educational, but permits deductions for travel that is
a necessary adjunct to engaging in an activity that gives rise to a
business deduction relating to education.
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Charitable deductions for travel expenses

The Congress also was concerned about charitable deductions
claimed by some persons for expenses of travel away from home to
visit places that customarily are visited as vacation sites or resorts.
Prior to the Act, there had been a proliferation of widely publicized
programs advertising that individuals could travel to appealing lo-
cations and claim charitable deductions for their travel and living
costs, on the ground that the taxpayers were performing services
assisting the charities. In many cases, however, the value of the
services performed appeared to be minimal compared to the
amount deducted, the amount of time spent during the day on ac-
tivities benefiting the charitable organization was relatively small
compared to the amount of time during the day available for recre-
ation and sightseeing activities, or the activities performed were
similar to activities that many individuals perform while on vaca-
tions paid for out of after-tax dollars.

Accordingly, the Congress concluded that charitable deductions
for travel expenses away from home should be denied where the
travel involves a significant element of personal pleasure, recrea-
tion, or vacation; this same rule applies for travel expenses claimed
as medical deductions. However, deductions for such expenses as
the out-of-pocket expenditures incurred by a troop leader on a
youth group camping trip remain allowable.

Expenses for nonbusiness conventions

The Congress was concerned about deductions claimed under
prior law for travel and other costs of attending conventions or
other meetings that relate to financial or tax planning of investors,
rather than to a trade or business of the taxpayer. For example,
individuals claimed deductions for attending seminars about invest-
ments in securities or tax shelters. In many cases, these seminars
were held in locations (including some that were overseas) that
were attractive for vacation purposes, and were structured so as to
permit extensive leisure activities on the part of attendees.

Since investment purposes do not relate to the taxpayer’s means
of earning a livelihood (which usually involves the conduct of a
trade or business), the Congress concluded that these abuses, along
with the personal consumption issue that arises with respect to any
deduction for personal living expenses, justify denial of any deduc-
tion for the costs of attending a nonbusiness seminar or similar
meeting that does not relate to a trade or business of the taxpayer.
However, this disallowance rule does not apply to expenses in-
curred by a taxpayer in attending a convention, seminar, sales
meeting, or similar meeting relating to the trade or business of the
taxpayer that are deductible under section 162.

Explanation of Provisions
a. Percentage reduction for meal and entertainment expenses

In general

Under the Act, any amount otherwise allowable as a deductlon
under chapter 1 of the Code (secs. 1-1399) for any expenses for food
or beverages, or for any item with respect to an entertainment,
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amusement, or recreation activity 35 or facility used in connection
with such activity, is reduced by 20 percent (new Code sec.
274(n)).3¢ Thus, if a taxpayer spends $100 for a business meal or an
entertainment expense that, but for this rule, would be fully de-
ductible, the amount of the allowable deduction is $80.

This reduction rule applies, for example, to food or beverage
costs incurred in the course of travel away from home (whether
eating alone or with others), in entertaining business customers at
the taxpayer’s place of business or a restaurant, or in attending a
business convention or reception, business meeting, or business
luncheon at a luncheon club. Similarly, the cost of a meal fur-
nished by an employer to employees on the employer’s premises is
subject to the reduction rule, whether or not the value of the meal
is excludable from the employee’s gross income under section 119.
As another example, meal expenses that are allowable (within cer-
tain limitations) as moving expenses deductible under section 217
are subject to the reduction rule. However, as discussed below, the
Act provides certain exceptions to the percentage reduction rule.

In determining the amount of any otherwise allowable deduction
that is subject to reduction under this rule, expenses for taxes and
tips relating to a meal or entertainment activity are included. For
example, in the case of a business meal for which the taxpayer
pays $50, plus $4 in tax and $10 in tips, the amount of the deduc-
tion cannot exceed $51.20 (80 percent of $64). Expenses such as
cover charges for admission to a night club, the amount paid for a
room which the taxpayer rents for a dinner or cocktail party, or
the amount paid for parking at a sports arena in order to attend
an entertainment event there, likewise are deductible (if otherwise
allowable) only to the extent of 80 percent under the rule. Howev-
er, an otherwise allowable deduction for the cost of transportation
to and from a business meal (e.g., cab fare to a restaurant) is not
reduced pursuant to the rule.

The percentage reduction rule is applied only after determining
the amount of the otherwise allowable deduction under section 162
(or section 212) and under other provisions of section 274. Meal and
entertainment expenses first are limited to the extent (if any) re-
quired pursuant to other applicable rules set forth in sections 162,
212, or section 274, and then are reduced by 20 percent.3?

For example, if a meal costs $100, but, under section 162(a)(2) or
new section 274(k)(1), $40 of that amount is disallowed as lavish
and extravagant, then the remaining $60 is reduced by 20 percent,
leaving a deduction of $48. Similarly, when a taxpayer buys a
ticket to an entertainment event for more than the ticket’s face

35 For purposes of this rule, an entertainment activity is defined in accordance with sec.
274(a)X1XA), i.e., as an activity that is of a type generally considered to constitute entertainment,
amusement, or recreation. %hus, for example, the percentage reduction rule applies to any
amount of social or athletic club dues or fees that otherwise are allowable as business deduc-
tions under sec. 274(aX2).

38 If a tax-exempt organization incurs otherwise deductible meal or entertainment expenses in
conducting an unrelated trade or business, the percentage reduction rule applies in computing
the o; ization’s unrelated business taxable income (secs. 511-514).

37 However, if meal or entertainment. costa incurred. in the course of luxury water travel are
separately stated, the percentage reduction rule is applied prior to application of the limitation
on luxury water travel expenses in new sec. 274(m), as discussed below.
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value, the deduction cannot exceed 80 percent of the face value of
the ticket.

Following application of the percentage reduction rules as de-
scribed above, the deductibility of an expense next is subject to the
new two-percent floor under the total of unreimbursed employee
business expenses and other miscellaneous itemized deductions (see
Part LE.2., below), if applicable to such expense, and then to any
deduction limitation that is specifically expressed in dollars.38 For
example, assume that a self-employed individual incurs meal ex-
penses that constitute moving expenses under section 217, subject
to the dollar limitation (generally, $3,000) on deductibility of
moving expenses contained in section 217(b)3), or that an employee
incurs such unreimbursed expenses. The taxpayer must first
reduce the amount of such meal expenses by 20 percent; the dollar
limitation in section 217(b)3) then applies to the total of such meal
expenses (as so reduced) and other types of allowable moving ex-
penses. As discussed below, moving expenses are not subject to the
new two-percent floor under miscellaneous itemized deductions.

The effect of the percentage reduction rule cannot be avoided by
reason of the absence of separate charges for, payments for, or allo-
cations as between meal and entertainment expenses subject to the
rule, and business expenses that are deductible in full. For exam-
ple, assume that a hotel charges $200 per night for a room, that it
provides dinner and breakfast free of any separately stated charge,
and that the amount properly allocable to the meals (or the right
to the meals) is $50. Of the taxpayer’s $200 payment to the hotel,
assuming all other requirements for a business deduction are met,
only $190 ($150 for the room, plus 80 percent of the $50 allocable to
the meals) 3¢ is deductible. Similarly, if a business provides its em-
ployees with a fixed per diem amount to cover lodging and meal
expenses incurred in business travel, an allocation on a reasonable
basis must be made between the meal expenses and the lodging or
other expenses, and the percentage reduction rule applies to the
amount so allocated to meal expenses.

Exceptions to percentage reduction rule

The Act provides certain exceptions to the applicability of the
percentage reduction rule.

First, the cost of a meal or of an entertainment activity is fully
deductible if the full value thereof is treated as compensation to
the recipient. Thus, if an employee is the recipient of meals or en-
tertainment provided by his or her employer, the employer’'s ex-
penses are not subject to the percentage reduction rule if the em-
ployer treats such expenses as compensation to the employee on
the employer’s tax return and as wages for income tax withholding
purposes. Similarly, if the recipient is an independent contractor
who has rendered services to the taxpayer, the taxpayer’s expenses

38 [ ikewise, the percentage reduction rule applies prior to the deduction limitations on luxury
water travel (in the case of separately stated meal and enteratinment expenses). See discussion
belgvlvggfs' the exception to the percentage reduction rule for qualified banquet meetings in 1987
an

29 The Congress anticipated that the Treasury Department will provide additional guidance -
regarding when allocation is necessary and how the amounts properly allocable to meals and
entertainment are to be determined. -
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are not subject to the percentage reduction rule if the expenses are
includible in the recipient’s gross income as compensation (or as a
prize or award under sec. 74) and the taxpayer includes such ex-
penses on Form 1099 or other applicable information return issued
to the recipient (unless the taxpayer is not required to do so be-
cause the aggregate amount paid to the recipient is less than $600).

Secorid, in the case of an employee who is reimbursed for ex-
penses of a meal or of entertainment incurred in performing serv-
ices for his or her employer, the percentage reduction rule does not
apply to the reimbursed employee; instead, the percentage reduc-
tion rule applies to the employer making the reimbursement. This
exception may apply, for example, in the case of a salesperson who
pays for a lunch with a customer at which a sales contract is dis-
cussed and then is reimbursed under a reimbursement or other ex-
pense allowance arrangement with his or her employer; in that
case, the person making the reimbursement can deduct only 80
percent of the reimbursement.4® Similarly, a nonemployee service
provider (such as an accounting firm) that provides the required
substantiation (pursuant to sec. 274(d)) and is reimbursed by the
service-recipient for meal and entertainment expenses incurred on
the latter’s behalf is not subject to the percentage reduction rule;
instead, the service-recipient can deduct only 80 percent of the re-
imbursement.

Third, the percentage reduction rule does not apply in the case of
certain traditional recreational expenses incurred by an employer

rimarily for the benefit of its employees (other than certain
Eighly compensated, etc. employees). For example, this exception
may apply in the case of an employer’s deduction for meal and en-
tertainment costs of a year-end holiday party or a summer picnic
for all company employees and their spouses.

Fourth, the percentage reduction rule does not apply to an ex-
pense for food or beverages if the full value thereof is excludable
from the recipient’s gross income under Code section 132(e) as a de
minimis fringe benefit. For example, a transfer for business pur-
poses of a packaged food or beverage item (e.g., a holiday turkey or
ham, fruitcake, or bottle of wine) is not subject to the percentage
reduction rule if the section 132(e) de minimis fringe benefit exclu-
sion applies. Similarly, the percentage-reduction rule does not
apply to the cost of an employer-provided meal that is excludable
from the employee’s gross income as a de minimis fringe benefit
under section 132(e}{2), relating to certain eating facilities where
revenue derived from the facility normally equals or exceeds the
direct operating costs of the facility and where access to the facility
is available to employees on a nondiscriminatory basis. This excef-
tion does not apply to employer-provided meals that are excludable
from the employee’s gross income only pursuant to section 119, or
to any entertainment expenses (whether or not excludable under
sec. 132(e)).

Fifth, the reduction rule does not apply in the case of meal or
entertainment expenses, such as samples and promotional activi-
ties, that are made available by the taxpayer to the general public.

40 The employer may deduct the full reimbursed amount if the emgioyer treats such amount
as compensation to the employee under the first exception described above.
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For example, if the owner of a hardware store advertises that tick-
ets to a sports event will be provided to the first 50 people who
visit the store on a particular date, or who purchase an item from
the store during a sale, then the full amount of the face value of
the tickets is deductible by the owner. Similarly, a wine merchant
who permits members of the public who are potential customers to
sample wine of the type that the merchant is offering for sale may
deduct in full the cost of wine used as a sample, along with reason-
able costs that are associated with the winetasting (e.g., food that is
provided with the wine to demonstrate the suitability of the wine
for particular types of meals.)

Sixth, expenses for attendance at a sports event, to the extent
otherwise allowable as a business deduction, are not subject to the
percentage reduction rule if the event meets certain requirements
related to charitable fundraising. In order for such costs to be sub-
ject to the percentage reduction rule under this exception, the
event must (1) be organized for the primary purpose of benefiting a
tax-exempt charitable organization (described in sec. 501(c)3)), (2)
contribute 100 percent of the net proceeds to the charity, and (3)
use volunteers for substantially all work performed in carrying out
the event. This rule applies to the cost of a ticket package, i.e., the
amount paid both for seating at the event, and for related services
such as parking, use of entertainment areas, contestant positions,
and meals furnished at and as part of the event.

For example, a golf tournament that donates all of the net pro-
ceeds from the event to charity is eligible to qualify under this ex-
ception. Such a tournament would not fail to qualify solely because
it offered prize money to golfers who participated, or used paid con-
cessionaires or security personnel. However, it is intended that
tickets to college or high school football or basketball games or
other similar scholastic events will not qualify under the exception.
Such games generally do not satisfy the requirement that substan-
tially all work be performed by volunteers, if the institution (or
parties acting on its behalf) pays individuals to perform such serv-
ices as coaching or recruiting.

Seventh, the cost of providing meals or entertainment is fully de-
ductible to the extent that it is sold by the taxpayer in a bona fide
transaction for an adequate and full consideration in money or
money’s worth. For example, a restaurant or dinner theater may
deduct the full amount of its ordinary and necessary expenses in
providing meals or entertainment to paying customers. Similarly,
assume that an employer, not otherwise in the restaurant or cater-
ing business, provides meals on the premises to its employees for
which the employer can establish that it charges arm’s length, fair
market value prices. Since in such circumstances the employees
are paying adequate and full consideration, the value of the meals
does not constitute compensation includible in gross income, even if
the section 132(e) exclusion does not apply. For purposes of the
above exception to the percentage reduction rule, the employer in
these particular circumstances is treated, in effect, like a restau-
rant, and can deduct in full the cost of providing the meals.

However, a taxpayer cannot avoid the percentage reduction rule,
where otherwise applicable, by reason of providing meals on the
taxpayer’s business premises. By way of illustration, assume that,
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in the above example, when an employee takes a customer of the
employer to lunch on the premises, the employee’s or the custom-
er'’s meals, or both, are provided by the employer free of charge.
Under these circumstances, only 80 percent of the cost of providing
the free meals is deductible by the employer. If the employee actu-
ally paid for the cost of the meals and was not reimbursed by the
ellnployer, the percentage reduction rule would apply to the em-
ployee.

A restaurant or catering firm may deduct 100 percent (rather
than 80 percent) of its costs for food and beverage items, purchased
in connection with preparing and providing meals to its paying cus-
tomers, that are consumed at work by employees of the restaurant
or caterer. However, this rule applies only to employees who work
in the employer’s restaurant or catering business.

Eighth, expenses incurred in calendar year 1987 or calendar year
1988 for food or beverages that are provided as an integral part of
a qualified banquet meeting are not subject to the percentage re-
duction rule if charges for the meal are not separately stated from
other meeting expenses.t! In the case of expenses incurred on or
after January 1, 1989, the 80-percent reduction rule will apply to
qualified banquet meeting meals in the same manner as to other
- business meals.

For purposes of this two-year exception, the term banquet meet-
“ing means a convention, seminar, annual meeting, or similar busi-
ness program that includes the meal. The exception applies only if
more than 50 percent of the participants at the banquet meeting
are away from home (within the meaning of sec. 162(aX2)), i.e., can
deduct travel expenses under the “overnight” rule; (2) at least 40
persons attend the banquet meeting; and (3) the meal event is part
of the banquet meeting and includes a speaker.4? If a business pro-
gram or other banquet meeting includes (for example) three meals,
but there is a speaker only at one of the meals, only the one meal
at which there is a speaker is eligible for the banquet meeting ex-
ception to the percentage reduction rule.

b. Additional requirements relating to meals

The Act also makes certain changes in the legal and substantia-
tion requirements applicable to deductions for business meals;
these changes apply independently of and prior to the percentage
reduction rule (where applicable).

First, under the Act, deductions for meal expenses are subject to
the same business-connection requirement as applied to deductions
for other entertainment expenses under prior law (and continues to

41 Thus, this exception to the percentage reduction rule does not apply if a charge is made to
persons consuming the meal for an amount for the meal separate from the c! for the pro-
gram of which the meal is an integral part, or if program attendees who do not have the meal
are refunded a se) te amount for not having the meal. However, the exception does not
become inapplicable merely because the hotel, caterer, or other business that is unrelated to the
taxpayer and that provides the food or beve: may state to the taxpayer as program sponsor
a separate amount that represents the fi and Keverage charges to the taxpayer, which
amount the taxpayer then may factor into the total fee for the program that includes the meal.

42 In order to qualify for this exception to the percen! reduction rule, it is not necessary
that the speaker%e paid an honorarium for speaking at the meal. This exceﬁon can apply to
meals served at an employee training facility if the requirements (such as a bona fide speaier)
for the exception are met.



69

apply under present law).43 Accordingly, an expense for food or
beverages is not deductible unless (in addition to generally applica-
ble deduction requirements) the taxpayer (1) establishes that the
item was directly related to the active conduct of the taxpayer’s
trade or business, or, in the case of an item directly preceding or
following a substantial and bona fide business discussion (including
business meetings at a convention or otherwise), that the item was
associated with the active conduct of the taxpayer’s trade or busi-
ness, and (2) substantiates the deduction as required by section
274(d) and Treas. Reg. sec. 1.274-5(b)(4).

Under this requirement, a business meal expense generally is
not deductible unless there is a substantial and bona fide business
discussion during, directly preceding, or directly following the
meal. However, the absence of a business discussion does not pre-
clude satisfying the “directly related” or “associated with” require-
ment in the case of an individual who is away from home in the
pursuit of a trade or business and who has a meal alone or with
persons, such as family members, who are not business-connected,
and a deduction is claimed only for the meal of such individual, or
in the case of a meal expense allowable as a moving expense.

For purposes of deducting food or beverage expenses, the busi-
ness discussion requirement is deemed not to have been met if nei-
ther the taxpayer nor any employee of the taxpayer is present
when the food or beverages are provided. Thus, for example, if the
taxpayer reserves a table at a business dinner but neither the tax-
payer nor an employee of the taxpayer attends the dinner, no de-
duction is allowed for the taxpayer’s expenditures. Similarly, if one
party to a contract negotiation buys dinner for other parties in-
volved in the negotiations, but does not attend the dinner, the de-
duction is denied even if the other parties engage in a business dis-
cussion.44 ‘

For purposes of this rule, an independent contractor who renders
significant services to the taxpayer (other than attending meals on
the taxpayer’s behalf, or providing services relating to meals) is
treated as an employee, if he or she attends the meal in connection
with such performance of services. Thus, for example, an attorney
who was retained by a taxpayer to represent the taxpayer in a par-
ticular legal proceeding is to be treated as an employee of the tax-
payer, for purposes of this rule, if the attorney represented the tax-
payerdat a business meal at which the legal proceeding was dis-
cussed.

The requirement for deductibility that the taxpayer must be
present at the meal does not apply where an individual traveling
away from home on business has a meal alone or with persons,
such as family members, who are not business-connected, and a de-
duction is claimed only for the meal of such individual. Also, the
taxpayer-presence requirement is subject to the same exceptions as
apply under the Act to the percentage reduction rule.

43 Thus, the statutory exceptions to the business-connection requirement that apply in the
case of other entertainment expenses also apply in the case of business meal expenses.

44 However, the requirement that the taxpayer be present does not apply in the case of a
transfer for business gurposes of a packaged food or beverage item, such as a holiday turkey,
ham, fruitcake, or bottle of wine.
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Second, the Act explicitly provides, apart from the prior-law and
present-law statutory rule (sec. 162(a)(2)) disallowing deductions for
certain lavish and extravagant travel expenses (including meals),
that no deduction is allowed for any food or beverage expense
unless the expense is not lavish or extravagant under the circum-
stances (new sec. 274(k)(1XA)). This additional provision reflects the
intent of the Congress that this standard is to be enforced by the
Internal Revenue Service and the courts.

This disallowance rule applies whether or not the expense is in-
curred while the taxpayer is away from home, and whether the
taxpayer incurs the expense alone or with others. Since the per-

centage reduction is a;:rlied only after determining the otherwise

allowable deduction under sections 162, 212, and 274, if a taxpayer
- incurs otherwise deductible business lunch expenses of (for exam-
ple) $80 for himself and if $30 of that amount is not allowable as
lavish or extravagant, the remzaliniggl $50 is then reduced by 20 per-
cent, leaving a deduction of $40. This new disallowance rule (but
not the sec. 162(a)(2) disallowance rule) is subject to the same ex- .
ceptions as apply under the Act to the percentage reduction rule
(e.g., where the full value of the food or beverages is treated as
compensation to the recipient).

The rules of the Act reflect concerns of the Congress about de-
ductions claimed under prior law for meals that did not cle?xl;g'
serve business purposes or were not adequately substantiated.
Since the Act provides that deductions for meals are subject to the
same business-connection requirement as applies under prior and
present law for other entertainment expenses, the substantiation
requirements for such entertainment expenses (e.g., in Treas. Reg.
sec. 1.274-5(b)(4) with respect to the directly related or associated
with requirement for deductibility) also apply to all meal expenses.
In addition, the Treasury is instructed to adopt stricter substantia-
tion requirements for business meals, except that the prior-law
rule Eelating to certain expenditures of less than $25 is to be re-
tained.

Under the Act, as under prior law, the Internal Revenue Service
and the courts are not to apply the Cohan approximation rule to
allow deductibility of any food or beverage expense, other enter-
tainment expense, or other expenditure subject to substantiation
pursuant to section 274(d) if the expenditure is not substantiated in
accordance with section 274(d) and the regulations thereunder.

¢. Deductions for tickets limited to face value

Under the Act, a deduction (if otherwise allowable) for the cost of
a ticket for an entertainment activity is limited (prior to applica-
tion of the percentage reduction rule) to the face value of the
ticket. The face value of a ticket includes any amount of Federal,
State, or local ticket tax on the ticket. Under this rule, a payment
to a “scalper” for a ticket is not deductible (even if not disallowed
as an illegal payment) to the extent that the amount paid exceeds
the face value of the ticket. Similarly, a payment to a ticket agency
or broker for a ticket is not deductible to the extent it exceeds the
face value of the ticket.

However, the face value limitation does not apply to an expense
that is excepted under the Act from the percentage reduction rule
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because it relates to a sports event that meets certain requirements
related to charitable fundraising (see description above).

d. Disallowance of deductions for certain “skybox” rentals

The Act generally disallows any deductions relating to rental or
similar payments for use of a “skybox” if the skybox is used by the
taypayer (or related party) for more than one event during a tax-
able year. The term ‘“skybox” means any private luxury box or
other facility at a sports arena that is separated from other seat-
ing, and is available at a higher price (counting all applicable ex-
penses, e.g., rental of the facility, as well as separate charges for
food and seating) than the price generally applicable to other seat-
ing. ‘

The disallowance rule applies if the taypayer (or a related party,
including one engaged in a reciprocal rental arrangement with the
taxpayer) rents a skybox at the same sports arena for more than
one event. For purposes of this rule, a single game or other per-
formance counts as one event. Thus, for example, a taxpayer who
rents a skybox for two World Series games in the same stadium is
treated as renting a skybox for two events. The deductibility of a
single-event rental is determined under the rules generally applica-
bki to entertainment activities, including the percentage reduction
rule.

In determining whether a taypayer has rented a skybox for more
than one event, all skybox rentals by the taypayer in the same
arena, along with any related rentals, are considered together. For
example, rentals of different skyboxes in the same stadium, or
rentals by the same taxpayer pursuant to separate rental agree-
ments, constitute related rentals. In addition, rentals by related
parties are considered related rentals. For example, this rule ap-
plies where members of the same family, corporations or other en-
tities with common ownership, or taxpayers who have made a re-
ciprocal arrangement involving sharing skyboxes, respectively
lease skyboxes for different events.

If the disallowance rule applies (i.e., if the taypayer rents a
skybox for more than one event), the amount allowable as a deduc-
tion with respect to such events (including the first such rental)
cannot exceed the face value of luxury box seat tickets generally
held for sale to the public multiplied by the number of seats in the
luxury box (subject, however, to further reduction under the per-
centage reduction rule). In addition, if expenses for food and bever-
ages incurred by the taxpayer are separately stated, such expenses
also may be deducted, subject to the rules generally applicable to
business meal expenses, including the business-connection require-
ment, the prohibition on deducting lavish and extravagant ex-
penses, the requirement of taxpayer presence, and the percentage
reduction rule.

For example, in a stadium where box seats (other than in luxury
boxes) are sold for between $8 and $12, a taypayer who rents a
skYbox for three events (and meets generally applicable deduction
rules) may treat the deductible amount for the three events as
equal to $12 multiplied by the number of seats in the luxury box,
multiplied by three. This method applies whether or not the luxury
box is occupied fully during the event, and without regard to



72

whether amounts paid for the luxury box nominally constitute pay-
ments for the seats or rentals for the luxury box.

However, in determining the amount charged for nonluxury box
seats, only prices charged for a genuine category of such seats are
taken into account. Consider, for example, the case of a sports
arena that, in order to increase the deductions allowable with re-
spect to skyboxes, reserved a small group of seats for which it
charged $50 even though those seats were not significantly better
than the seats that it offered for $12. In such a case, the $50 price
would be disregarded as not bona fide. Similarly, the skybox disal-
lowance rule cannot be circumvented by charging inflated amounts
for food and beverages provided in the skybox.

Under the Act, the skybox deduction disallowance rule is phased
in. Under the phase-in provision, amounts disallowed for taxable
years beginning in 1987 and 1988 are, respectively, one-third and
two-thirds of the amounts that otherwise would be disallowed
under the skybox provision if the provision were fully effective in
those years. Assume, for example, that a calendar-year taxpayer
rents a stadium skybox with 10 seats for eight events during 1987
at a total cost of $15,000 (with no additional separate charge for
tickets), that the face value of a nonluxury box seat (determined as
stated above) is $12, that all seats are occupied by business custom-
ers of the taypayer and the taypayer is present at each event, and
that the total cost otherwise would be allowable as a business de-
duction. Under the Act as in effect following the phase-in, the tax-
payer could deduct 80 percent of the face value ticket amounts (i.e.,
80 percent of $960). For 1987, only one-third of the nonticket
amount ($15,000 less $960) is disallowed, pursuant to the phase-in;
ie., $4,680 is disallowed. Thus, the taxpayer could deduct 80 per-
cent of $9,360 ($14,040 less $4,680), or $7,488, plus 80 percent of the
ticket amount, or $768. The total 1987 deduction for ticket and non-
ticket amounts would be $8,256.

For taxable years beginning after 1989, the Act generally disal-
lows deductions for any costs of rental or other use of a skybox at a
sports arena if the taxpayer (or a related party) uses the skybox for
more than one event.

e. Travel as a form of education

Under the Act, no deduction is allowed for expenses for travel as
a form of education. This rule applies when a travel deduction oth-
erwise would be allowable only on the ground that the travel itself
constitutes a form of education. Thus, for example, this provision
disallows deductions for transportation or other travel expenses (in-
cluding meals and lodging) incurred by a teacher of French who
travels to and in France in order to maintain general familiarity
with the French language and culture.

This disallowance rule does not apply to otherwise allowable de-
ductions claimed with respect to travel that is a necessary adjunct
to engaging in an activity that gives rise to a business deduction
relating to education. For example, this disallowance rule does not
apply where a scholar of French literature travels to Paris in order
to do specific library research that cannot be done elsewhere, or to
take courses that are offered only at the Sorbonne, in circum-
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_sli;?nces such that the nontravel research or course costs are deduct-
ible. '

f. Charitable deductions for travel expenses

The Act places limitations on charitable deductions for the cost
of travel away from home, effective for taxable years beginning
after December 31, 1986.45 Under this rule (sec. 170(k)), no charita-
ble deduction is allowed for transportation and other travel ex-
penses (including costs for meals and lodging) incurred in perform-
ing services away from home for a charitable organization unless
there is no significant element of personal pleasure, recreation, or
vacation in the travel away from home. The same limitation ap-
plies under prior and present law with respect to medical deduc-
tions for lodging costs away from home (sec. 213(d)(2)(B)).

This rule applies only with respect to expenses relating to travel
by a taxpayer or by a person associated with the taxpayer (e.g., a
family member). The rule does not apply to the extent that the tax-
payer pays for travel by third parties who are participants in the
charitable activity. For example, this disallowance rule does not
apply to travel expenditures personally incurred by a troop leader
for a tax-exempt youth group who takes children (unrelated to the
taxpayer) belonging to the group on a camping trip. Similarly, the
disallowance rule does not apply where an officer of a local branch
of a national charitable organization travels to another city for the
organization’s annual meeting and spends the day attending meet-
ings, even if the individual’s evening is free for sightseeing or en-
tertainment activities. However, the disallowance rule applies in
the case of any reciprocal arrangement (e.g., when two unrelated
taxpayers pay each other’s travel expenses, or members of a group
contribute to a fund that pays for all of their travel expenses).

The disallowance rule applies whether the travel expenses are
paid directly by the taxpayer, or indirectly through reimbursement
by the charitable organization. For this purpose, any arrangement
whereby a taxpayer makes a payment to a charitable organization
and the organization pays for his or her travel expenses is treated
as a reimbursement.

In determining whether travel away from home involves a signif-
icant element of personal pleasure, recreation, or vacation, the fact
that a taxpayer enjoys providing services to the charitable organi-
zation will not lead to denial of the deduction. For example, a troop
leader for a tax-exempt youth group who takes children belonging
to the group on a camping trip may qualify for a charitable deduc-
tion with respect to his or her own travel expenses if he or she is
on duty in a genuine and substantial sense throughout the trip,
even if he or she enjoys the trip or enjoys supervising children. By
contrast, a taxpayer who only has nominal duties relating to the
performance of services for the charity, who for significant portions
of the trip is not required to render services, or who performs ac-
tivities similar to activities that many individuals perform while on

45 A taxpayer cannot circumvent this effective date by “setting aside’” amounts, or paying
amounts, prior to January 1, 1987, to a fund or account that is to be used to finance travel costs
after December 31, 1986 that would be nondeductible expenditures under the Act.
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vacations paid out of after-tax dollars, is not allowed any charitable
deduction for travel costs.

The disallowance rule in the Act has no effect on deductions
other than charitable deductions that may be claimed with respect
to travel on behalf of a charitable organization. For example, the
rule does not affect the eligibility for deduction under section 162
of an employee business expense incurred by an employee of a
charitable organization.

g. Expenses for nonbusiness conventions, etc.

Under the Act, no deduction is allowed for expenses related to
attending a convention, seminar, or similar meeting unless such
expenses qualify under section 162 as ordinary and necessary ex-
penses of carrying on a trade or business of the taxpayer. Thus, the
Act disallows deductions for expenses of attending a convention,
etc. where the expenses, but for the provision in the Act, would be
deductible under section 212 (relating to expenses of producing
income) rather than section 162.

The disallowed expenses to which the provision relates typically
include such items as travel to the site of such a convention, regis-
tration or other fees for attending the convention, and personal
living expenses, such as meals, lodging, and local travel, that are
incurred while attending the convention or other meeting. This dis-
allowance rule does not apply to expenses incurred by a taxpayer
in attending a convention, seminar, sales meeting, or similar meet-
ing relating to the trade or business of the taxpayer that are de-
ductible under section 162.

In adopting this provision, the Congress also was concerned that
some taxpayers may be claiming deductions under section 162 for
travel and other costs of attending a convention, seminar, or simi-
lar meeting (“‘convention”) at which each convention participant is
furnished individually with video tapes of lectures,